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oO" GOVERNMENT — Federal, State 
and local—is the largest business 
in the world. As taxpayers, we all have 
a stake in this business, and have the 
right to expect that our funds be ade- 
quately controlled and _ accurately, 
promptly and efficiently accounted for 
and reported. The government, through 
its various regulatory agencies, has long 
recognized the soundness of these re- 
quirements insofar as they relate to pri- 
vate business. 

Great interest has been aroused 
throughout the nation in the findings 
and recommendations of The Hoover 
Commission, particularly those which 
relate to the fiscal, budgeting, and ac- 
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counting methods and systems in Fed- 

eral Government, The report on the 

task force study states that 
“our study has shown that the fiscal 
machinery of the Federal Government is 
archaic in many respects, and that its 
financial methods and procedures are 
outmoded. The amazing thing is that 
the Government is able to carry on at 
all in the financial field, even though it 
does so at excessive costs, with much 
creaking of parts and overlapping and 
duplication of effort, and oftentimes 
with mediocre or worthless results from 
the standpoints of control and informa- 
tion.” 


There is reason to suppose that these 
conditions also prevail in many of our 
State and local governments. Over the 
years, statutes which relate to fiscal 
organization and administration be- 
come outmoded by advances made 
in business methods, and_ sufficient 
changes are seldom made to keep 
abreast of the times in this regard. 
With improved principles, methods and 
procedures constantly being developed, 
systems of accounts and control, unless 
subjected to continual review, rapidly 
become obsolete, cumbersome and cost- 
ly in operation. Large corporations 
find it necessary and profitable to have 
organization and methods departments 
to conduct studies and advise manage- 
ment of changes which appear desirable. 
In the interest of good government and 
the possibility of reduced costs in oper- 
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ation, the taxpayers should insist that 
the organization and administration of 
State and local governments be simi- 
larly studied and reported on by per- 
manent committees. 


To afford adequate protection to tax- 
payers and investors, each State should 
exercise supervision over the fiscal 
affairs of all of its units of local govern- 
ment. This may be done without 
interfering with the prerogatives of 
self-government. To be effective, this 
supervision should include an annual 
review of the financial and budgeting 
policies employed and of the accounting 
controls and methods in use. As a basis 
for such supervision, the accounts of 
each unit should be examined at least 
annually by independent public account- 
ants and reported on in a uniform 
manner. These reports should also in- 
clude the accountant’s comments con- 
cerning the system of internal control 
and accounting practices in use. Annual 
budgets should be reviewed and ap- 
proved by the State before adoption 
by the local government. 

Under the provisions of the constitu- 
tion and statutes of the State of New 
York, the fiscal affairs of local govern- 
ments are subject to general supervision 
by the State Comptroller. This extends 
to every county other than the five 
comprising the City of New York, 
every city except New York, Buffalo 
and Rochester, every village and town, 
and all school, fire, improvement and 
special districts. 

This article discusses certain condi- 
tions and weaknesses in operation 
which exist in the State of New York 
with respect to the accounting and au- 
diting requirements of the law as related 
to local government, and the super- 
vision exercised by the State Comp- 
troller with respect thereto. 

The general supervision of the State 
Comptroller over the fiscal affairs of 
local governments appears to be exer- 
ised largely through the medium of 
examinations made by the Division of 
Municipal Affairs of the Department of 
Audit and Control and annual reports 
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of “financial condition” required to be 
filed by each local government. 

The effectiveness of such supervision 
is open to question. Of what current 
value are reports of examinations made 
months and possibly years after the 
close of the audit period? How can 
the current financial condition of a 
local government be determined from 
an annual report which does not re- 
quire audited vouchers payable nor un- 
liquidated encumbrances against ap- 
propriations to be reported? Is it pos- 
sible to prevent the adoption of un- 
sound budgets unless they are submitted 
to the State for review before adoption ? 

Excluding some 2,000 special dis- 
tricts such as light, fire protection, etc., 
which operate through the town boards, 
there are approximately 7,505 units of 
local government in the State, classified 
as follows: 


artes: os Us cite, picrsvaven Bipcrk esetens 62 
ROPERS oe aes far cra Ve seaxe areal eens aerate 62 
J SR need Lae Oe beet ee 932 
GT EASE a ee ero Raaar rere enero 549 
SENOOl MOISCHICS |. J cerdsncanancas 5,000 


Special districts operating under 
Commissioners (fire, water, sew- 
CE CRO) a ovine occa niesicmeuinavee ets 900 

The five counties and three cities 
exempted from the general supervision 
of the State Comptroller are neverthe- 
less accountable to him in certain mat- 
ters. For example, his approval must 
be obtained before indebtedness con- 
tracted prior to January 1, 1939, may 
be refunded, and before certain exclu- 
sions from their tax and debt limitations 
may be made, 

The authority of the State Comptrol- 
ler with respect to supervision of local 
government finances is derived from 
Article 3 of the General Municipal Law, 
which is entitled “Report of Financial 
Condition.” The contents of the sections 
comprising Article 3 are quoted or sum- 
marized as follows: 


Section 30—Reports: 


Provides that each unit of local gov- 
ernment under the general supervision 
of the Comptroller shall annually make 
a report to him of its financial condition 
within sixty days after the close of its 
fiscal year. 
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Section 31—Form of reports: 


Outlines information required to be 
reported under Section 30. 


Section 32—Comptroller to furnish 
blank forms: 


Authorizes Comptroller to furnish 
report forms and instructions for pre- 
paring same. 


Section 33—Accounts of officers to 
be examined: 


“The Comptroller shall cause the 
accounts of all officers of each such 
municipal corporation and district to be 
inspected and examined by one or more 
examiners to be appointed by him at 
such periods as he shall deem necessary. 
On every such examination inquiry 
shall be made as to the financial condi- 
tion and resources of the municipal cor- 
poration or district, and into the method 
and accuracy of its accounts.” 


Section 34—Powers and duties of 
examiners: 


Outlines authority of examiners in 
requiring production of records and in- 
formation concerning the transactions 
and accounts. 


Section 35—Filing of report of ex- 
amination and notice therof: 


Provides for filing copies of reports of 
such examinations with the State Comp- 
troller and with local officials, and for 
giving public notice that such examina- 
tions have been made. 


Section 36—Uniform systems of ac- 
counts: 


“The Comptroller may formulate and 
prescribe a system of keeping accounts, 
which system shall be uniform for each 
type or class of municipal corporation or 
district specified in section thirty of this 
chapter, and from time to time, when- 
ever he shall deem it necessary, direct 
the installation of such system by any 
one or more of such municipal corpora- 
tions or districts. Any officer of such 
municipal corporation or district who 
shall refuse or willfully neglect to com- 
ply with such direction of the Comp- 
troller within such reasonable time as the 
Comptroller may prescribe shall be 
guilty of a misdemeanor. The Comptrol- 
ler may, however, and upon good and 
sufficient cause shown shall, extend such 
prescribed time as may be reasonable 
and necessary. The expense of installing 
a system of accounts in pursuance of 
this section shall be paid out of such 
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appropriation as shall be made to carry 
this article into effect.” 


Section 37 — Statistical report of 
Comptroller : 

“The substance of the reports re- 
quired by the provisions of this article 
shall be arranged by the Comptroller in 
such form as shall indicate the compara- 
tive receipts from the various sources of 
revenue and the comparative costs of 
the several branches of government in 
the specified municipal corporations and 
districts, and shall be published in an 
annual statement of comparative statis- 
tics for each type or class of municipal 
corporation or district. Such statement 
shall be issued at the expense of the 
State as a public document and shall be 
submitted by the Comptroller to the 
legislature at each regular session.” 


Section 38—Expense of examina- 
tion: 

“The expenses of examining the ac- 
counts of any municipal corporation or 
district shall be paid out of such appro- 
priation as shall be made to carry the 
provisions of this article into effect.” 


These provisions of law, which in 
substance have been on the statute 
books for many years past, furnish the 
State Comptroller with almost unlim- 
ited authority in the matter of verifying 
the accuracy of accounts and in regu- 
lating the methods of account-keeping 
employed by local governments in this 
State. Prior to 1944,‘ the exercise of 
this authority was greatly limited either 
by failure of the legislature to appro- 
priate sums sufficient to finance the 
work or by the failure of the Comp- 
troller to seek adequate appropriations. 

In actual practice, the State Comp- 
troller exercises his authority through 
the Division of Municipal Affairs of the 
Department of Audit and Control, of 
which department he is the head. The 
personal service budget of this division 
for the fiscal year 1943-1944 amounted 
to $185,000, whereas for the fiscal year 
1950-1951 the budget provides for 
$1,026,170, or approximately five and 
one-half times the amount of the 1943- 
1944 appropriation. The 1950-1951 
budget covers the salaries of 254 em- 
ployees. 
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The Division of Municipal Affairs 
is under the supervision of a Deputy 
Comptroller, whose compensation, to- 
gether with that of four assistants, is 
budgeted for 1950-1951 at $39,095. The 
division as now constituted is divided 
into three sections enumerated and 
described as follows: 


Consulting Section: 

(1950-1951 budget provides $59,880 as 
compensation for 16 employees. ) 

Assists local officials in the solution of 
varied problems of local government, 
and, where appropriate, prepares legal 
opinions relating to such problems. Also 
analyzes applications submitted to the 
Comptroller for permission to create 
new fire or improvement districts. 
Examination Section: 

(1950-1951 budget provides $754,448 as 
compensation for 187 employees. ) 

_Examines and reports on fiscal affairs 
of local governments. 

Research and Statistics Section: 

(1950-1951 budget provides $172,747 as 
compensation for 46 employees.) 

Compiles statistics and maintains re- 
search facilities which are available to 
local officials, members of the legislature 
and State departments, committees and 
commissions whose duties relate to local 
government. 

The requirements of law as put into 
practice by the Department of Audit 
and Control are discussed herein under 
the sub-headings Examination of 
<Iccounts, Reporting, and Uniform 
Systems of Accounts. 


Examination of Accounts 

Prior to the time that increased ap- 
propriations were made available, the 
work of the Division of Municipal 
Affairs was limited to examinations of 
accounts of local governments in cases 
where irregularities were suspected or 
had been brought to light, and to occa- 
sional examinations of other units on a 
non-continuing basis. Those govern- 
ments which were desirous of having 
their accounts regularly examined 
found it necessary to engage the serv- 
ices of independent public accountants 
for this purpose. 


During the 38-year period from 
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1906, when these examinations were 
first begun, to 1943 inclusive, 4,605 
complete and partial examinations were 
made. Commencing in 1944, when the 
Examination Section was reorganized 
as a separate unit in the Division of 
Municipal Affairs, and through to the 
end of 1948, 17,733 examinations were 
made. The Examination Section now 
undertakes to examine each municipal 
corporation and district at least once in 
each two-year period on a continuing 
basis, there being no lapse between the 
periods examined. However, in actual 
practice, the examination may be com- 
menced any time up to two years after 
the close of the two-year period and 
therefore has little effect as a deterrent 
to the misuse of public funds. 

The requirement of the State Comn- 
troller for mandatory examinations on 
a continuing basis is commendable. The 
taxpayers are entitled-to current ac- 
countings for the funds which thev 
contribute to carry on the work of 
government, and public officials must 
be given current clearances on their 
stewardship. 

The tremendous expansion in the 
staff and scope of the work of the Ex- 
amination Section of the Division of 
Municipal Affairs has been made and 
financed by the State without regard to 
the position of independent public ac- 
countants with respect to this work. 
There is no law in New York State 
which prevents local governments from 
engaging independent public account- 
ants to render service in such capacity 
as may be indicated. Many of the 
larger units have consistently employed 
the services of independent public ac- 
countants for many years past—and 
still do—in the making of regular ex- 
aminations, preparation of reports re- 
quired by law, devising and installing 
up-to-date methods of accounting, ad- 
vising on current problems, and in 
other ways. 

It appears that no weight is given by 
the Examination Section to the work 
done by independent public accountants 
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in their examination of the accounts 
of local governments, and that its ex- 
aminers do not vary their regular audit 
procedure where such examinations 
have occurred. This results to a large 
extent in an unnecessary duplication 
of effort and resulting expense to the 
local taxpayer. Reports on examina- 
tions made by independent public ac- 
countants are not required to be filed 
with the State. 

The qualifications of the men com- 
prising the State Comptroller’s staff 
of examiners are measured prior to 
employment by a civil service examin- 
ation. With all due respect to the many 
capable men who are thus employed, 
it appears that the subsequent training 
and experience of the average examiner 
has been hedged in too much by the 
legal phases of his work. As a result, he 
may fail to appreciate the practical 
aspects, and is apt to overlook viola- 
tions of recognized accounting princi- 
ples and procedures. His work amounts 
to little more than “honesty checking” 
with particular emphasis being placed 
on compliance with legal technicalities, 
and is done so long after the audit 
period that it is of little current value. 
In view of this, and other considera- 
tions, his work carries but little more 
weight than that which should be given 
to that of an internal auditor. 


The stockholders of a corporation 
could hardly be expected to accept an- 
nual financial statements prepared by 
the internal auditing staff of their corpo- 
ration without the assurance furnished 
by an examination by independent pub- 
lic accountants. Such of these and other 
financial statements, as are required to 
be filed with the Securities and Ex- 
change Commission must first have 
been examined by independent certified 
public accountants. Since the examiner 
of public accounts is an employee of a 
State department not solely accountable 
to the legislature, he gannot be said to 
be entirely independent, in the account- 
ing sense. 


1950 


The professional qualifications of 
certified public accountants are well 
established, and the public is aware 
that their reports and opinions are those 
of an independent professional prac- 
titioner. Those who are members of The 
New York State Society of Certified 
Public Accountants or the American 
Institute of Accountants have sub- 
scribed to the codes of professional 
ethics of those organizations. This gives 
assurance that their work will be per- 
formed in accordance with generally 
accepted auditing standards recognized 
by both organizations. 


Do the accounting principles and 
auditing procedures employed by the 
Division of Municipal Affairs conform 
to those generally accepted in the 
accounting profession? Since the re- 
ports covering the examinations made 
by State examiners, which have come 
to the writer’s attention, give no in- 
dication as to the auditing processes 
employed, and do not contain any finan- 
cial statements, this question remains 
unanswered. The absence of financial 
statements from these reports makes it 
appear that the incomplete financial 
data contained in the annual reports re- 
quired to be filed by local governments 
with the State Comptroller (see later 
comments) are used as a substitute. 


The reports of State examiners, cov- 
ering two-year audit periods and issued 
long after the close of the audit period, 
lack current meaning and—in the ab- 
sence of financial statements—historical 
value. Aside from possible exceptions 
covering expenditures for which no 
legal authority could be found, and 
criticisms and suggestions relating to 
accounting practices deemed improper, 
these reports contain little of value. 


’ The expenditures listed as exceptions 


may be absolutely necessary in the 
conduct of the business of the local 
government, but, due to the frailty 
of the law, are without legal support. 
Up to a few years ago, when the legis- 
lature was advised that it was difficult 
to conduct business without the aid of 
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a petty cash fund, expenditures for this 
purpose were always made the subject 
of an exception. 

Those units of local government, 
which employ independent public ac- 
countants to make examinations of their 
accounts, do so in order to secure the 
assurance furnished by regular exami- 
nations by independent public account- 
ants at reasonably short intervals and 
the valuable moral effect which results 
therefrom. This assurance, combined 
with the comprehensive reports and ad- 
vice on current financial and accounting 
problems, which are thus obtained, 
justifies the expense involved and ful- 
fills an obligation to the taxpayers and 
fiscal officers of the community. 

Since the cost of examinations made 
by the State is not assessed directly 
against the municipal corporations and 
districts examined, the expense is borne 
by business and individuals throughout 
the State through the medium of taxes 
paid to the State. The citizens and 
business enterprises of those local gov- 
ernments not coming under the general 
supervision of the State Comptroller, 
New York, Buffalo and Rochester, are 
thus obliged to contribute towards the 
cost of maintaining a service for the sole 
benefit of other communities. 


From the foregoing discussion, it is 
apparent that there is urgent need for 
cooperation between representatives of 
the State and of the public accounting 
profession in order to determine the 
accounting principles and auditing 
standards which should uniformly gov- 
ern examinations made by State ex- 
aminers or by independent public 
accountants, and to eliminate unneces- 
sary duplication of effort and expense. 


Reporting 


Under Article 3, Section 30, of the 
General Municipal Law each municipal 
corporation and district coming under 
the general supervision of the State 
Comptroller is required to make an an- 
nual report to him of its financial condi- 
tion. Forms for this purpose are pre- 
scribed and furnished by the State 
Comptroller’s office, a different form 
being provided for each type of local 
government. The financial data re- 
quired to be reported relates to the last 
completed fiscal year of the reporting 
agency. There is no uniform fiscal year 
for local governments in New York 
State, and each of the several types 
uses a variety of fiscal years as evi- 
denced by the following tabulation: 














Fire and 
School 
Fiscal Year Counties Cities Towns Villages Districts 
1-1 to 12-31 17 49 932 1 All fire 
2-1 to 1-31 4 
3-1 to 2-28 495 
4-1 to 3-31 1 8 
5-1 to 4-30 1 
6-1 to 5-31 1 40 
7-1 to 6-30 5 5 All school 
S-)) to 7-31 1 1 
10-1 to 9-30 1 
11-1 to 10-31 38 1 
12-1 to 11-30 1 3 


All of the cities and 49 of the 57 
counties report their financial data on 
the accrual basis. The remaining 8 
counties and all of the towns, villages, 
fire and school districts report on the 
cash basis. 


206 


To illustrate the type of financial 
information required to be reported, the 
following page captions taken from the 
form prescribed for use by Village 
Treasurers are listed as follows: 
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Page No. Caption 
1 (Title page) 
Z Summary of Receipts 
3 Summary of Disbursements 


47 Detailed Statement of Receipts 

8-18 Detailed Statement of Disbursements 

19 Summary Statement Showing Con- 
dition and Transactions of Funds 
for the Fiscal Year (see note 1) 


20 Detailed Statement of Assets of Vil- 
lage at Close of Fiscal Year 
21 Detailed Statement of Village In- 


debtedness and Sinking Funds at 
; Close of Fiscal Year (see note 2) 
22 Specific Information (as to property 
valuations and collection of realty 
property taxes) 

23-25 Detailed Reports of Public Utilities 

26 Reconciliation of Book and Bank 
Balances 

2s (Affidavit) 

Note 1—On a cash basis. 

Note 2—Calls for bonded debt less sinking 
funds, and temporary loans, and 
does not show surplus. 

Although this report purports to set 
forth the “financial condition,” it is 
obvious that since no effect is given to 
current obligations, the current finan- 
cial position of the village cannot be 
determined from the data required to 
be submitted. Article 5, Section 103, of 
the Village Law requires the contents 
of this report, or a summary thereof, to 
be published and posted locally for at 
least one week prior to the annual elec- 
tion in the reporting village. The cost 
of publishing the required information 
is a waste of public funds, and the pub- 
lic would be as well off without knowl- 
edge of such incomplete and possibly 
misleading financial data. 

During the depression of the 1930's, 
many local governments were financial- 
ly insolvent due to their inability to 
collect real estate taxes. Unpaid bills 
exceeded their cash balances, and in 
some cases they were unable to secure 
bank credit. Conditions such as these 
would not be made known to the tax- 
payer or the State Comptroller by the 


reporting system which then and still ' 


prevails. 


The data in the annual reports of the 
various local governments to the State 
Comptroller are reviewed by the Re- 
search and Statistics Section of the 
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Division of Audit and Control, and 
tables are compiled for Counties, Cities, 
Villages, Towns, School Districts and 
Fire Districts. These tables show for 
each local government (1) sources of 
revenue receipts, (2) sources of non- 
revenue receipts, (3) purpose of gov- 
ernmental cost payments, (4) purpose 
of non-governmental cost payments, 
(5) balance at beginning of year, and 
(6) balance at close of year. The cash 
balance at the beginning and close of 
the year is not segregated by funds, so 
that the cash balance in the General or 
other funds cannot be determined. 
These tables are printed in the annual 
report of the State Comptroller which 
is transmitted to the legislature. 


School and fire districts are munici- 
pal districts created without regard to 
town lines. For the purposes of this 
annual report, the receipts and dis- 
bursements of such districts are allo- 
cated to towns on the basis of assessed 
valuation. As to those which lie in two 
or more towns, the ratio between the 
assessed valuation of that part of the 
district within each town and the as- 
sessed valuation of the district as a 
whole is applied to the receipts and 
payments of the district, and the result 
is allocated to towns. The receipts and 
payments of school districts are listed 
in the printed annual report of the State 
Comptroller directly beneath those 
shown for the towns to which they have 
been allocated. Opening and closing 
balances are not shown. 

The revenues and expenditures re- 
ported by those local governments 
which report on the accrual basis are 
tabulated in this report as receipts and 
payments, and in some cases surplus 
and balances of certain reserves are in- 
cluded in the opening and closing bal- 
ances. The result is a hybrid statement 
composed of unlike elements. 

This report is printed as a public 
document and contains some 400 pages, 
consisting principally of the tabulations 
of receipts, payments and balances of 
the various types and classes of local 
governments. The cost of compiling, 
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printing and distributing the report 
must be considerable. Its value to the 
legislature and to the taxpayers of the 
State is questionable. 


Uniform Systems of Accounts 

The State Comptroller is empowered 
hy law to formulate and prescribe a 
system of keeping accounts, to be uni- 
form for each type or class of local 
government. He may direct the instal- 
lation of such system by any one or 
more of such local governments, except 
those counties and cities which do not 
come under his general supervision. 
The installation costs are borne by the 
State. 

These provisions of law give the 
State Comptroller practically unlimited 
power in dictating the accounting meth- 
ods to be used, The exercise of this 
authority is subject only to his ability 
to secure appropriations sufficient to 
finance this function. The intent of the 
law is commendable in that it gives the 
State Comptroller the authority to en- 
force the adoption of the methods and 
safeguards necessary in properly ac- 
counting for public funds. In general, 
State and local governments throughout 
the country have been lax in the matter 
of keeping up-to-date with the advances 
made through the years in the technique 
of accounting. Many employ systems 
which were modern at the time of in- 
stallation but have since become out- 
moded, and a large number of the 
smaller units are using small grocery 
store methods which have been carried 
on since the time of incorporation. 

The State Comptroller’s duty to pre- 
scribe uniform methods for each type 
or class of local government is an oner- 
ous one. In the group of local govern- 
ments coming under his general super- 
vision there are counties whose popula- 
tions range from 4,188 to 798,377, cities 
from 2,184 to 205,967, villages from 22 
to 23,073, and towns from 89 to 
259,318. Shall the system prescribed 
for use by the Village of Saltaire in 
Suffolk County with a population of 22 
also be used by the Village of Port 
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Chester in Westchester County with a 
population of 23,073? Will the system 
prescribed for use by a town having 89 
inhabitants be suitable for one with a 
population 2,900 times as large? 
There should be no difficulty in de- 
vising a uniform classification of ac- 
counts for each type or class of local 
government which would be suitable for 


‘use by each unit in the group regardless 


of size: Beyond that, the problem of 
application of modern accounting ma- 
chine methods is encountered. While 
the principles governing a system of 
manually kept accounting records are 
the same as those for machine kept 
records, the procedures and forms em- 
ployed differ radically. The use of 
punch card equipment, bookkeeping 
machines, tax billing and recording ma- 
chines, and receipting machines is effec- 
tive and economical only in those situa- 
tions where the volume of transactions 
is sufficient to warrant the investment 
in such equipment. Some local govern- 
ments may be justified in using all of 
these modern accounting devices, while 
others may find it uneconomical to use 
anything but manual methods. 

The law presumably contemplates 
that the State Comptroller will incor- 
porate modern methods in his design of 
uniform systems of keeping accounts. 
If this be so, does he have the authority 
to designate which local governments 
shall use accounting machinery and the 
equipment to be employed? Will he 
undertake to design and prescribe sys- 
tems for all or but one make of each of 
the types of accounting machines men- 
tioned ? 

Many years ago, before the develop- 
ment of present-day accounting ma- 
chinery, uniform systems of account- 
keeping for counties, cities, towns and 
villages were promulgated by the State 
Comptroller's office, at which time 
manuals were printed and distributed. 
These manuals are now out of print. 
During the interim, the more progres- 
sive of the local units have found it 
desirable, acting either on their own 
initiative or upon the advice of inde- 
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pendent public accountants, to depart 
from the antiquated methods set forth 
in these manuals, and to incorporate 
modern business methods and the latest 
principles of governmental accounting 
in their account-keeping. 


The State Comptroller's office is 
understood at present to be engaged in 
the task of revising the procedures con- 
tained in the out-of-date manuals. 
Although under the law he is privileged 
to do so, it seems inconceivable that he 
will enforce adoption of the revised 
procedures—other than the account 
classification—by those units which 
have kept up with the times in their 
accounting practices, From a practical 
standpoint it appears logical that the 
State Comptroller’s authority should 
be exercised only in those cases where 
the systems in use fail to satisfy the 
minimum requirements of his office. 


Suggested Corrective Measures 

In the foregoing discussion, weak- 
nesses in the laws relating to the fiscal 
organization and administration of local 
government are apparent. These can be 
remedied in such a way as to strengthen 
the supervision exercised by the State, 
reduce needless duplication of effort 
and resulting expense to the taxpayers, 
and furnish the citizen with accurate 
information by which the financial posi- 
tion and operating results of his com- 
munity may be judged, 


The following suggestions are offered 
by the writer as a means of accomplish- 
ing the desired results: 

1. The law should require local gov- 
ernments to have their accounts 
examined, at least annually, by in- 
dependent public accountants who 
would report their findings to the 
local government and to the State 
within three months after the close 
of the fiscal year. Upon good and 
sufficient cause being shown, the 
time allowed for compliance may 
be extended. Upon failure to com- 
ply with this requirement, the 
State would order such examina- 
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tion to be made by its own ex- 
aminers. 
The adoption of this suggestion 
would produce the following im- 
portant results which would benefit 
the citizens of the State, and also 
the State government, in strength- 
ening its supervision of the fiscal 
affairs of local governments : 

(a) The work of examining public 
accounts would be placed on a 
current basis, i.e., the exami- 
nations would be made and 
reported on promptly after the 
close of each fiscal year. In 
this manner, irregularities 
would be detected, and im- 
proper procedures remedied, 
before the lapse of long inter- 
vals of time. This can be 
accomplished best by the em- 
ployment of independent pub- 
lic acountants, since it would 
not be practicable for the 
State to maintain a staff of ex- 
aminers large enough to exe- 
cute the work in the required 
length of time. 

(b) The citizens would be fur- 
nished assurance as to the in- 
dependence of the persons 
employed in auditing public 
accounts. 

(c) The State and the public 
would be in possession of au- 
dited statements of financial 
condition and operation of 
each local government soon 
after the close of each fiscal 
vear. At present, except in 
those cases where independent 
public accountants are em- 
ployed, the annual financial 
reports required to be pre- 
pared by local fiscal officers 
and filed with the State (and 
published locally) contain un- 
audited figures. These figures 
may not be verified by State 
examiners until up to possibly 
three years later. 

(d) The unnecessary duplication 
of effort and expense, which 
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now exists in those cases 
where the State continues to 
examine the accounts of local 
governments which have al- 
ready been examined by inde- 
pendent public accountants, 
would be eliminated. 


The law should require that the 
cost of examinations made by State 
examiners be assessed against the 
local governments benefited. This 
would place the expense where it 
belongs, and eliminate the situation 
which now exists whereby busi- 
ness and citizens of communities 
not served by the State in this con- 
nection are taxed to finance the 
cost of services rendered to other 
communities. 


The audit specifications governing 
audits made by independent public 
accountants or State examiners 
should be uniform. These should 
be devised and agreed upon by rep- 
resentatives of the public account- 
ing profession and of the State. 
This would assure the legislature 
and the taxpayers that examina- 
tions were being made on a uni- 
form basis and in accordance with 
generally accepted auditing stand- 
ards and procedures. 


Agreement should be reached in 
a similar manner as to the account- 
ing principles which will govern 
the accounting procedures of local 
governments. The financial reports 
should reflect the application of 
such principles. This will be the 
means of providing complete and 
adequate information as to the fi- 
nancial condition of local govern- 
ments on a comparable basis. 


Consideration should be given to 
creating a new department, report- 
ing directly to the legislature, to 
take over those duties of the State 
Comptroller’s office which relate to 
the examining of accounts of local 
governments. 


A uniform fiscal year should be 
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prescribed by law to be used by all 
units of local government. 


Reports of- examinations of ac- 
counts of local governments should 
be prepared in a uniform manner 
whether made by independent pub- 
lic accountants or State examiners. 
The form of such reports should 
be devised and agreed upon by rep- 
resentatives of the public account- 
ing profession and of the State. 


The financial position of each loca! 
government, as determined from 
the reports of examinations, should 
be analyzed and reviewed by a 
State agency which should be au- 
thorized to take appropriate action 
in cases where the results indicate 
that unsound financial policies are 
being followed. This agency should 
also be required to pass upon the 
soundness of the budget of each 
local government, before adoption. 


Competitive bidding in the letting 
of municipal engagements to inde- 
pendent public accountants should 
be prohibited by law, as such prac- 
tice provides a price on an opinion 
which is effected without precise 
specifications. Other considera- 
tions being equal, such engage- 
ments should be assigned by the 
governing legislative body strictly 
on the basis of availability and pro- 
fessional qualifications of the ac- 
countants for the execution of the 
work at hand. 

The accounts of all local govern- 
ments should be reported on the 
accrual basis, even though it may 
be desirable in certain instances to 
keep them on the cash basis. This 
may be done by iiventorying un- 
recorded assets and obligations at 
the close of the fiscal period. The 
surplus of each fund should then 
be segregated as to surplus avail- 
able for appropriations and _ that 
represented by uncollected reve- 
nues. 

The contents of the annual statisti- 
cal report of the State Comptroller 
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to the legislature should be re- 
viewed and evaluated in the light 
of its cost and comparative value 
to the legislature and the taxpay- 
ers. If publication were discon- 
tinued, a considerable saving could 
be effected. 


12. The law which empowers the State 
Comptroller to formulate and pre- 
scribe systems of keeping accounts 
should be modified so that compul- 
sory installations of such systems 
would be required only in those 
situations where the systems in use 
fail to meet the minimum require- 
ments of the State. This would 
protect those local governments 
having adequate and efficient sys- 
tems in operation, and producing 
the desired results, by methods 
which may be at variance with 
those prescribed by the State. 


13. The control over the fiscal affairs 
of local government could be made 
more effective, without interfer- 
ence with local home rule, by a re- 
quirement that budgets be subject 
to approval by the State before 
adoption. While the State is not 
particularly concerned with the 
object of local expenditures, it 
should ascertain that debt service 
is fully covered, and determine the 
soundness of the revenue esti- 
mates. This provision would make 
for sounder budgets and thereby 
afford greater protection to tax- 
payers and to investors in munici- 
pal securities. 


Aside from those referred to in this 
discussion, there are other laws relating 
to the fiscal organization and adminis- 
tration of local governments in New 


York State which could stand revision 
in order to promote sounder business 
methods and to reduce operating costs. 
For example, the budget for incorpo- 
rated villages with a fiscal year ending 
on February 28 is not adopted until the 
annual meeting of the Trustees in April, 
and the first half payment of taxes on 
real estate is not due until June. This 
necessitates operating for nearly two 
months without a budget and the bor- 
rowing of money to finance operations 
until the tax collections begin to come 
in. 


In some cases, a property owner in 
an incorporated village must pay real 
estate taxes to three units of local gov- 
ernment, viz., the village, the school 
district and the town. Aside from the 
inconvenience to the taxpayer, this du- 
plication of effort in record-keeping 
must be paid for by him. In some 
States, the assessed valuations are uni- 
form for the several agencies of gov- 
ernment and a consolidated rate is set 
which includes the amount due each 
agency. The taxes are billed in one 
amount and the collections are made 
by the County and distributed to the 
several agencies. Under this arrange- 
ment, one tax roll and one collecting 
agency serves the purpose of the three 
now required in the instance cited 
above. 


The legislature would render a valu- 
able service to the cause of good gov- 
ernment in this State, and to the tax- 
payers, if it would appoint a commis- 
sion composed of State and local 
finance officers, certified public ac- 
countants, and lawyers to study the 
whole problem of fiscal organization, 
administration and supervision of local 
government, and act on its findings. 


Ger 
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A New Technique for the Selection of 
Executive Accounting Personnel’ 


By Witt1Am Bropy and STEPHEN MAyo 


CCOUNTANTs usually encounter no 
difficulty in obtaining a correct 
trial balance from their clients’ ledgers. 
The bookkeeping methodology is stand- 
ard; the results are subject to check 
and re-check. The area of uncertainty 
is reduced to the absolute minimum. 
Yet accounting organizations, large 
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or small, are constantly faced with a 
problem within their own organizations 
that is not quite as readily susceptible 
to scientific or professional solution. 
Although the evaluation of the present 
and potential human resources of 
firm is at least as important as a study 
of its fiscal resources, techniques and 
procedures in appraising people are not 
nearly so well-developed or clearly un- 
derstood as are the rules for debiting 
and crediting financial accounts. 

No office can be any stronger than 
its personnel. Yet the appointment of 
a new junior or his later promotion to 
senior may be treated quite casually 
and even routinely. How many firms 
devote the same amount of thought and 
time to staff selection as they do to the 
allocation of office space, or the devel- 
opment of new forms, the purchase of 
equipment, or the introduction of new 
techniques for acquiring or serving 
clients ? 

Everyone will agree that the right 
new professional member of the staff 
might very well make the difference 
between tremendous success and medi- 
ocrity, while the wrong person might 
cause irreparable damage. Neverthe- 
less, blind reliance is usually placed on 
a diploma or a certificate, plus a brief 
and frequently misleading interview, 
and sometimes a telephone call to a 
former employer who might very well 
be reluctant’ to say anything which 
could destroy the livelihood of a man 
he was himself glad to get rid of. More 
and more recognition is being paid to 
the importance of careful screening and 
investigation of background, training, 
and experience as guides in the selec- 
tion of applicants for entrance posi- 
tions. Likewise, actual work perform- 


* The opinions and conclusions expressed here are solely those oi the writers, and do not 
necessarily reflect the views of the New York State Department of Civil Service. 
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ance under close observation is helpful 
in decisions concerning the promotion 
of employees. But these methods have 
not proven as satisfactory as many 
would desire. 

Alert firms are therefore interested 
in new methods of selection and pro- 
motion which are making themselves 
evident in other fields. One of these is 
known as the group performance test. 
Great Britain and Washington, indus- 
try and the professions, Civil Service 
Commissions and colleges have been 
experimenting with it and reporting 
favorably on the results. 

The basic technique was developed 
to help solve the rising problems in- 
volved in selecting officers for the Brit- 
ish army, and is now a standard com- 
ponent of civil service procedures in 
England. It is rapidly gaining accept- 
ance in the United States. During the 
war, some experience with this pro- 
cedure was gained in the Office of Stra- 
tegic Services, and the Federal Civil 
Service Commission has used it since. 
It has been employed in New York 
City, by the Department of Health in 
the selection of Health Officers and by 
the Board of Education in the selection 
of administrators and supervisors for 
the public schools. 


The New York State Civil Service 
Commission has adopted the technique 
in choosing Labor Mediators and, re- 
cently, for two positions in the account- 
ing field — District Tax Supervisor 
(Department of Taxation and Finance) 
and Principal Accountant (Depart- 
ment of Social Welfare). 

Under the New York State Civil 
Service Law it is the practice to pro- 
mote, wherever possible, from within 
the ranks. Most candidates have dem- 
onstrated the technical skills required 
for the position—by years of service, 
satisfactory performance ratings and, 
in some instances, by written examina- 
tion. Traditional methods of examina- 
tion have been found acceptable in test- 
ing and rating applicants’ technical 
knowledge of the tasks involved. How- 
ever, for the more responsible positions, 
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particularly of the executive or super- 
visory type, such factors as leadership, 
quickness of comprehension, mental 
alertness, tact, diplomacy, and the abil- 
ity to meet and deal with people are 
probably more important to success. 


To meet the need of an examining 
device that would evaluate these fac- 
tors, the group performance test has 
been employed. The difference between 
the individual interview test and the 
group performance test can be simply 
stated. In the interview type, the can- 
didate is cross-examined on his under- 
standing of the scope of the job he 
seeks and his reaction to problems in 
his field. In the group interview test, 
a number of candidates are brought to- 
gether at one time to discuss an as- 
signed topic in a simulated situation 
that is comparable to a round table or 
panel discussion. 


To be specific, the duties of a Dis- 
trict Tax Supervisor as shown in the 
official announcement by the Civil 
Service Department are: 


Under direction, to have charge of the 
activities of the Department of Taxation 
and Finance in an assigned upstate district, 
and related duties as required. Examples 
(illustrative only) : Planning and supervis- 
ing the work of a district tax office; con- 
ducting correspondence and conferring with 
taxpayers on all phases of the tax laws 
including income, corporation, motor fuel, 
beverage, transfer and estate, and motor 
vehicle taxes ; assigning examiners to field 
audit cases and reviewing audit reports; 
advising and instructing employees in the 
collection of warrants; directing collection 
work and depositing of funds; issuing 
motor vehicle dealer and commercial ve- 
hicle license plates; having charge of in- 
spectors giving road tests for original 
chauffeur and operator. licenses and of all 
suspensions and rev ocations for the district; 
supervising the opening and investigating 
of contents of safe deposit vaults of estates 
of decedents; conducting hearings. 


Those who qualify for the examina- 
tion 

. must have a thorough knowledge of 
the various tax laws; excellent knowledge 
of the income, beverage, motor fuel, and 
motor vehicle laws; demonstrated execu- 
tive ability ; good judgment; good address. 
and ability to meet and deal successfully 
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with the public on various important 
problems.” 


The test was prepared and conducted 
by a rating board consisting of Seth 
Cole, former Deputy Commissioner 
and Counsel to the State Tax Commis- 
sion; Joseph M. Mesnig, former State 
Tax Commissioner; Emanuel Saxe, 
C.P.A., Professor of Accountancy, The 
City College of New York; and the 
authors of this article. Both Mr. 
Mesnig and Mr. Cole were intimately 
acquainted with the operations of the 
Department of Taxation and Finance. 

Since the purpose of the examination 
was to observe and rate each candi- 
date’s thinking, reactions, and treat- 
ment of a given topic, the examiners 
did not attempt or wish to predeter- 
mine the direction in which the discus- 
sion should go. 


For Part I of the examination the 
candidates were divided by lot into two 
groups. They convened in a confer- 
ence room with seats along two sides of 
a table, with no chair placed at the head 
or at the foot. Each candidate had been 
provided with a large name card, so 
that the examiners could not mistake 
the identity of the men they were rat- 
ing. The examiners sat unobtrusively 
at the sides of the room, away from the 
table but close enough to hear and ob- 
serve the candidates. When the can- 
didates were seated, they were handed 
a single sheet which bore instructions 
and the examination problem itself, as 
follows: 

The problem set forth below is to be dis- 
cussed informally by the entire group. 
You will be rated on the value of your 
contribution to the group discussion, with 
special reference to judgment, clearness 
and quickness of comprehension, ability to 
speak eftectively and to deal effectively 
with others, and the ability to apply the 
knowledges involved in the performance of 
the duties of the position. Speak clearly so 
that everyone can hear you. The group 
itself will decide how the discussion is to be 
carried on. Start the discussion as soon as 
everyone has finished reading this state- 
ment. Continue until a signal is given to 
stop (approximately one hour later). 
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Assume that you are acting in the capa- 
city of District ‘Tax Supervisors and have 
been called together by the Commissioner 
of Taxation and Finance for the purpose 
of assisting him to plan a series of five 
monthly staff conferences. The monthly 
conferences will be participated in by 
yourselves, bureau heads, and the counsel to 
the Department. 

Your task in this examination is to pro- 
pose the subject matter for each of the 
five two-hour sessions in this series. These 
monthly conferences will be concerned with 
the most difficult problems that confront 
the District Offices of the Department of 
Taxation and Finance in the upstate area. 
They are intended to afford an opportunity 
to probe into problems having administra- 
tive, procedural or technical aspects and to 
explore collectively possible solutions to 
these problems. 

The reasons for the inclusion of each of 
the items to be finally proposed to the com- 
mission must be clearly apparent from your 
discussion. 


No further instructions were given 
and at no point did the examiners ask 
questions or seek to direct the discus- 
sion. It took the candidates about five 
minutes to read the problem and com- 
mence the discussion. Once the con- 
versation started there was no lull, all 
of the candidates participating without 
apparent consciousness that their de- 
meanor was being observed. After 
thirty minutes, the examiners changed 
their places along the wall, so that each 
examiner had full opportunity to see 
and observe each candidate. When the 
discussion had continued for an hour, 
the examiners called a halt. Part II 
followed almost immediately. This 
time, the candidates were each handed 
the following problem: 

Assume that the Commissioner of Taxa- 
tion and Finance has called the District 
Tax Supervisors into conference for the 
purpose of discussing the audit procedures 
for a proposed investigation of the income 
tax liabilities of physicians and surgeons 
in upstate New York and for the purpose 
of receiving recommendations. 

You are to assume that this group is that 
conference of District Tax Supervisors. 
You are 


1. to recommend those audit procedures 
that would be the most efficient and ap- 
propriate for this unique type of in- 
vestigation. In making recom n enda- 
tions, it should be borne in mind _ that, 
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due to the strict limitations on available 
staff, it will be necessary to concentrate 
the audit on procedures that will be most 
effective and efficient. 

2. to make recommendations as to the 
individual work assignments which 
would constitute the best division of the 
recommended procedures. 


we 


to recommend methods to be adopted 
by the District Tax Supervisors for 
retaining continuous administrative con- 
trol over the progress of the investiga- 
tion and for prompt administrative re- 
view of the resulting reports. 


very candidate participated in the 
discussion, some making greater con- 
tributions than others, as was to be ex- 
pected. It was interesting to observe 
that the group was not willing to per- 
mit any one candidate to monopolize 
the discussion but, rather, all tried to 
engage in the conversation, They them- 
selves were quick to reject suggestions 
by their fellow discussants which they 
felt were not relevant or practicable. It 
was with difficulty that the examiners 
terminated this part of the test—the 
~candidates appeared to be enjoying the 
discussion and would have been happy 
to continue. The candidates were ex- 
cused with instructions concerning re- 
porting for Part ITI. 


Before the second group entered the 
room, the examiners completed their 
notes and individually assigned tenta- 
tive ratings to the first group of candi- 
dates. Then the next group were 
seated as their fellow candidates had 
been, and this portion of the examina- 
tion was repeated. 

The second group handled its dis- 
cussion somewhat differently from the 
first, although the points of view ex- 
pressed were similar in both groups. 
Here again, the discussion was spirited 
and there was no evident consciousness 
of the examiners. As one candidate 
later observed, “In general it was a 
very sociable way of taking an exami- 
nation. I found it easy to forget that 
observers were in the room.” 

The situation described above pro- 
vided an opportunity to evaluate simul- 
taneously such factors of fitness as abil- 
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ity to discuss and to reason, basic 
understandings, knowledge of funda- 
mental issues, and desirable personal- 
ity traits. 

Both Part I and Part II of the ex- 
amination were group activities with 
the possibility present that a particular 
candidate might not have had a com- 
plete opportunity to express himself, 
since a shy or reticent candidate might 
feel reluctant to enter a smoothly run- 
ning or animated discussion. It was 
felt necessary to offer an additional op- 
portunity for the candiates to demon- 
strate such qualities as “good address” 
and “ability to meet and deal success- 
fully with the public on various impor- 
tant problems.” 


This was provided for in Part III of 
the examination (held on the following 
day) when all the candidates were 
ushered into a larger room arranged 
to simulate a lecture room. They were 
seated in one row of chairs facing a 
speaker’s table some fifteen feet for- 
ward. Their name plates were fastened 
to the back of their chairs to permit 
ready identification. Behind the can- 
didates sat the examiners. 


When all were seated, each one was 
handed Part II] of the examination, as 
follows: 


Assume that you, as a District Tax 
Supervisor, have been called upon to deliver 
a talk of not more than five minutes on 
one of the following 16 topics. Each mem- 
ber of the group may select any one of the 
topics, except that no two members may 
speak on the same topic. In delivering the 
talk, do so as if the audience specified for 
the talk you select were before you now. 

After you have finished, the members of 
the group will assume that they constitute 
the designated audience for the topic which 
you have chosen and will ask you appro- 
priate questions for a discussion period of 
not more than ten minutes. 

The order in which each individual is to 
indicate his choice of topic and speak on it 
will be determined by the group. The re- 
sponsibility for adhering to time limitations 
upon the speaker and upon the general dis- 
cussion rests with the group its self. 

Speak clearly. You will be rated both on 
your own presentation and on the questions 
you ask. 
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Indicate your selection and begin your 


discussion as soon as everyone has finished 
reading this statement and the following 
topics. 
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Assume that you have been recently 
appointed District Tax Supervisor in 
3uffalo and that you have called to- 
gether your staff for their first formal 
meeting with you. In the announce- 
ment of the meeting you had indicated 
that you would outline your plans for 
the organization and operation of the 
District Tax Office. Proceed to outline 
your plans. 
The Board of Directors of the local 
automobile club has received com- 
plaints from members about the delays 
encountered in previous years in secur- 
ing automobile license plates. The 
Directors have invited you to appear 
before them to explain the procedure 
for securing plates and the possibility 
of speeding up the process at the be- 
ginning of a renewal period. 
The Oneida County Bar Association 
has invited you to speak at its monthly 
roundtable meeting devoted to a dis- 
cussion of various problems arising out 
of divorces and separations. 
Your topic is the tax aspects (under 
New York Law) of any and all pay- 
ments made under these circumstances 
by one spouse to the other. 
You are invited to talk to a class in 
taxation in the School of Commerce 
and Accounts of New York University 
on “The relative merits of a state 
estate tax as compared to a state in- 
heritance or share tax. 
You are invited to participate in a de- 
bate before a group meeting of the 
Associated Industries of New York 
State and to present the affirmative of 
the subject, “Resolved, that the corpo- 
ration tax provisions which went into 
effect in 1944 are superior to those 
which prevailed previously. 


Assume that you are instructing a 
group of employ ees of the Department, 
designated by the Tax Commission, 
pursuant to the Tax Law, for the pur- 
pose of enforcing tax liens for which 
warrants have been issued directed to 
them for execution thereof. Include 
information concerning the duties, pow- 
ers and compensation of these em- 
ployees. 


The Amalgamated Clothing Workers 
Union is considering the advisability 
of recommending that the State insti- 
tute a withholding tax to cover State 
Income Tax. You have been asked to 
appear before its Executive Committee 
to discuss “Is it possible and advan- 
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tageous to have a withholding tax for 
New York State Income: Tax?” 


The Onondaga County Chapter of the 
New York State Society of Certified 
Public Accountants is conducting a 
Tax Clinic for its members in prepara- 
tion for the annual income tax period. 
You have been invited as a representa- 
tive of the Syracuse District Office to 
present a discussion of the subject 
“How and when may unpaid state 
taxes be compromised ?” 


You have been invited to address a 
meeting of Tax Practitioners, both 
lawyers and accountants, from all parts 
of New York State. The subject as- 
signed to you is “Should the so-called 
community property provisions of the 
Federal income tax be applied to State 
income tax?” 


The Chamber of Commerce of the 
City of Niagara Falls, Ontario, 
Canada, is studying the problem of in- 
come taxes paid by Canadians who 
work in Niagara Falls and Buffalo, 
New York. They have asked you to 
appear before a meeting of their mem- 
bers to discuss the necessity and fair- 
ness of imposing income taxes on 
non-residents. 


The annual meeting of the New York 
State Chapter of the Society of Certi- 
fied Life Underwriters is being held in 
one of the large upstate cities. The 
program committee has asked the Dis- 
trict Tax Office in that city to desig- 
nate a member of its staff to speak to 
their meeting on the subject “Why 
cannot life insurance general agents, 
holding a certificate of Certified Life 
Underwriter, be regarded as_ profes- 
sional persons for purposes of the 
Unincorporated Business Tax? What 
action could be taken to obtain such 
professional status for Certified Life 
Underwriters?” You have been desig- 
nated by the District Tax Supervisor 
to represent his office at that meeting. 


You have been invited to address a 
Junior Chamber of Commerce in the 
City of Rochester. You have chosen as 
your subject “Why a tax fraud pre- 
vention program is important to the 
businessman.” 


You are newly appointed as a District 
Tax Supervisor in one of the District 
Offices of the Tax Department. It is 
now approaching the middle of March 
and you are commencing to make plans 
to handle the annual tax rush. You 
have called a meeting of the members 
of your staff who have a part in the 
handling of the tax rush or in meeting 
the public to instruct them on the sub- 
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ject “Proper public relations with tax- 
payers during the tax rush.” 


14. The City Safety Council has requested 
you to address them on the subject 
“The purposes and effects of the 
Safety Responsibility Law.” 

15. The Board of Directors of the City 
Auto Club has received complaints 
from their members regarding the 
operation of the Safety Responsibility 
Law. Specifically, these complaints 
deal with situations in which the owner 
of an automobile involved in an acci- 
dent is clearly and undeniably innocent 
and yet is subjected to the requirements 
of the Safety Responsibility Law. They 
cite as an example, the owner of a 
parked car who was in the house when 
his car, properly and legally parked 
and lighted, was struck by a car oper- 
ated by a drunken driver. You are 
asked to address the Board of Direc- 
tors to explain the provisions of the 
Safety Responsibility Law affecting 
this situation and to recommend what- 
ever actions are possible to make the 
effect of the law less onerous to inno- 
cent victims. 

16. The County Clerk’s Association has 
requested you, as a representative of 
the District Office, to speak to their 
members on the subject “The relation- 
ship of the motor vehicle responsibili- 
ties of county clerks to the responsi- 
bilities of the District Office.” 


The candidates quickly agreed on a 
method whereby each chose the topic 
he preferred, and the order of speaking 
was determined. Two of the candidates 
took the lead in organizing this branch 
of the examination, providing addi- 
tional evidence to the examiners in rat- 
ing leadership, tact, cooperation, and 
other traits which cannot be adequate- 
ly evaluated in a written test or in the 
usual oral interview. 

After each speech, and without ex- 
ception, the remaining candidates ques- 
tioned the speaker. In a majority of 
instances, spirited discussion ensued. 
None of the speakers stepped out of 
character to address remarks to the 
examiners; the instructions and time 
limits were reasonably well observed 
by both the speakers and the audience. 

The Department of Civil Service had 
fixed five factors to be rated. In order 
to rate these factors, the examining 
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board by prior agreement, broke them 

up into component parts as follows: 

1. Judgiment—Ability to reason logi- 
cally, properly to evaluate situa- 
tions and to demonstrate per- 
spective and decisiveness. 
Clearness and Quickness of Com- 
prehension—Awareness of im- 
plications, mental alertness, abil- 
ity to understand and to follow 
instructions. 

3. Ability to Speak Effectively— 
Power of expression, vocabulary, 
diction, modulation. 

4, Ability to Deal Effectively with 
Others—Tact, cooperation, abil- 
ity to mix, flexibility, ability to 
assume lead without giving of- 
fense, acceptance by group, abil- 
ity to direct group discussion 
along proper channels. 

5. Ability to Apply Knowledges— 
Executive ability, administrative 
understanding and application of 
technical subject matter, ability 
to select and marshal data, pres- 
entation of correct basic facts and 
assumptions, validity of conclu- 
sions. 


i.) 


The rating scale was: 
0- 59 Completely unsatisfactory 
60- 74 Failing 
75- 79 Acceptable 
80- 89 Superior 
90-100 Outstanding 
In tests for supervisory or executive 
positions, the examining panel is re- 
quired to screen the unqualified persons 
from the group and then to arrange the 
competent candidates in the order of 
their merit, placing first the best and 
most qualified candidates. 


Each examiner made comments and 
notations for each factor during the 
course of the examination on a rating 
chart. A preliminary rating was re- 
quired from each examiner for each of 
the five factors, and a final average 
arrived at for each candidate. The pre- 
liminary individual ratings were com- 
pared and where there was a spread of 


217 








The Nex 


more than ten points between examin- 
ers on any factor for any candidate, the 
difference was reconciled on the basis 
of the comments that appeared on the 
examiners’ rating sheets. There were 
comparatively few variations of more 
than ten points among the preliminary 
ratings and adjustments to the com- 
plete satisfaction of the examiners were 
accomplished without any difficulty. It 
was not found necessary to play back 
the electrical recording of the examina- 
tion which had been provided. Sub- 
stantial agreement was found in the in- 
dependent judgment of the examiners. 

It was interesting to note that in the 
final session, several candidates were 
not alert to the situation that presented 
itself. For example, some of the candi- 
dates in making their speeches to an 
assumed audience, did not turn and 
face the audience, but spoke to the 
empty speaker’s platform; others stood 
at their chairs and turned to the rest 
of the group. However, a few of the 
candidates actually did go to the front 
of the group and carried out the intent 
of the simulated situation. All of these 
factors play a part in evaluating the 
candidates. 

. Oo 


The second New York State exam- 
ination utilizing this technique in the 
accounting field was for the position 
of Principal Accountant in the Depart- 
ment of Social Welfare. 

The examiners for this test were 
Professor Leo Rosenblum, C.P.A., of 
the Accounting Department of The 
City College of New York, Forbes E. 
McCann and Philip Hagerty of the 
State Department of Civil Service, and 
the authors. 

The duties of the position and the 
topics presented in the examination are 
reproduced in the Appendix to this 
article. Because of space limitations 
the instructions which accompanied the 
topics are omitted. 

According to a public statement made 
by one of the candidates (Civil Service 
Leader, February 7, 1950), 
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“The consensus of the participants was 
that the test was fair to all, interesting, 
the subject material well worked out and 


that the group oral exam determines 
ability, personality and fitness far better 


than does a written exam, particularly for 
higher bracket positions.’ 


In commenting on a similar group 
performance examination for the posi- 
tion of Labor Mediator, Walter Gell- 
horn, Professor of Law, Columbia Uni- 
versity and William Brody, writing in 
Public Administration Review (Au- 
tumn 1948, pp. 259-266) make the 
following general observations which 


are equally appropriate for the two 


subsequent examinations : 


“One must resist the temptation to state 
conclusions on the basis of so limited an 
experience with the group performance 
test. The following comments are there- 
fore not advanced as universal truths. They 
are simply gleanings from the single appli- 

cation of the group testing technique. 

“1. One or more members of the exam- 
ining board should have a technical knowl- 
edge of the field in which the candidates 
work. A comparative evaluation of candi- 
dates’ judgment and comprehension cannot 
well be made without subtle awareness of 
errors and omissions. 

“2. The group performance test can be 
given in an atmosphere of realism which is 
difficult to inject into the customary oral 
interview, because the group test can more 
nearly reflect the sort of situation actually 
encountered on the job. In the present 
instance the candidates were genuinely in- 
terested in their group discussions. 
Diminution of artificiality is a marked ad- 
vantage to examiners whose primary inter- 
est is discovering how each candidate is 
likely to react to real life problems. 


“3. The drawing up of an examination 
of this type makes possible a sharp and 
continuing focus on’ the talents and in- 
sights needed in the particular position. An 
examining board which conducts an oral 
interview is under the necessity of formu- 
lating questions extemporaneously. It must 
shift emphasis as the interview proceeds. 
It may be diverted by interesting but essen- 
tially irrelevant issues. In the present ex- 
amination, on the contrary, the problem for 
group discussion was carefully plotted out 
in advance, as were the topics to be pre- 
sented individually in the speaking program. 
The examiners were able to consider before 
the examination the points which ought to 
be brought out by the candidates if their 
performance were to be deemed satisfac- 
tory. There was no necessity to devise fresh 
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questions or new lines of investigation. 
One of the consequences was that the ex- 
amining board could devote all its energies 
to observing the candidates and to making 
notes. There was no occasion for the ex- 
aminers to match wits with the candidates 
or to attempt to impress them. 


“4. The group test affords opportunity 
for directly comparative observation which 
is lacking in the conventional interview. 
A forceful, dynamic personality may be 
impressive when individually exhibited to 
an interviewer ; and yet, if other candidates 
are involved in the same conversation, it 
may sometimes be perceived that the force- 
fulness borders on overaggressiveness. On 
the other hand, a man may be so quiet 
and unassuming that an interviewer might 
perhaps fail to realize his underlying 
strength; but in a group discussion the 
cogency of that same man’s remarks and his 
capacitv to direct the talk along fruitful 
channels may make it clear that he is a real 
leader. 


“The chance to observe the group’s inter- 
nal relations would have been valuable of 
itself. It had an added value, collaterally, 
of eliminating the inequalities which almost 
inescapably taint a succession of personal 
interviews spread over a long period of 
time. All the candidates faced the same 
questions. None profited from or was pen- 
alized by being near the end of the line of 
interviews, when the examiners might be 
less attentive or less vigorous than they had 
been at the beginning. In the present in- 
stance the candidates themselves seemed to 
take comfort from the fact that they had 
been present en masse throughout the ex- 
amining process. There was no room for 
suspicion that one candidate might possibly 
have been treated more favorably than an- 
other. In fact, the examination itself per- 
haps persuaded some of the candidates that 
others had superior qualifications.” 


The group performance test attempts 
to create natural situations such as are 
encountered in the daily business life 
of an executive. The degree to which 
he exercises understanding, tact, and 
firmness in treating such situations is, 
in large part, a measure of his success. 
The test attempts to release the com- 
petitors from tensions which frequently 
are operative in examinations, It makes 
candidates less conscious of the ex- 
aminers. 

Finally, in a group oral performance 
test the conditions, situations, and chal- 
lenges are alike for all the participants ; 
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it is only the reactions of the candidates 
that may vary. The ratings, under these 
circumstances, may in the opinion of 
the examiners be more valid and re- 
liable than in the case of the individual 
interview or test. 

Adaptation of this technique by ac- 
counting firms as one means of ap- 
proaching the problem of selecting the 
right persons for appointment and pro- 
motion seems to be highly desirable. 


APPENDIX 


DUTIES OF PRINCIPAL ACCOUNTANT AND 
EXAMINATION TOPICS 


DvutTIES 


Under general direction of the Deputy 
Commissioner for Administrative Finance, is 
responsible for planning, organizing and di- 
recting the accounting and financial operations 
of the Department, involving the General 
Accounts, Special Accounts, Federal Ac- 
counts and Claims Sections of the Bureau of 
Accounting; directs the development of 
policies, standards and procedures governing 
the establishment, maintenance, review and 
supervising of financial operations of local 
public welfare districts; directs the develop- 
ment of improved accounting systems for state 
institutions within the Department; and per- 
forms other related duties. Examples 
(Illustrative only): Furnishing budget esti- 
mates of state aid for public assistance and 
other budget data to the responsible Deputy 
Commissioner; reviewing with the responsi- 
ble Deputy Commissioner questions of policy 
and procedure relating to operations of the 
bureau of accounting and relating to fiscal 
and accounting matters in local public welfare 
agencies. 


Part I 


Assume that you are high-level accounting 
executives in the New York State Govern- 
ment. You are meeting in response to a need 
for some sort of formal organization of indi- 
viduals engaged in and responsible for the 
administration of accounting functions of the 
state. Such an organization could discuss 
problems encountered in state accounting and 
might point the way to improved accounting 
methods and procedures. 

Two proposals have been made. The first 
envisages an official council set up by execu- 
tive order of the Governor and having mem- 
bership consisting of accounting executives 
from the various state departments. The 
other contemplates a professional organiza- 
tion with no official status. 

You are to discuss the advantages and dis- 
advantages of these two proposals and agree 
as a group on one or the other. 


219 








The New York Certified Public Accountant 


You are then to: 


1, Decide what the major purposes of 

the proposed organization should be; 

2. Consider in some detail the way in 
in which the organization should 
operate ; 

3. Select the tentative topics to be con- 

sidered at the first six sessions. 


Nore: It is not required or necessary that 
the group complete the entire dis- 
cussion described above. Candidates 
can earn good marks although the 
group does not ixials the discussion. 

Part II 
1. At the recent election, a number of new 
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county welfare commissioners were elect- 
ed who had not previously had any ex- 
perience in operating county welfare 
offices. As an assistance and convenience 
to them, a conference of the newly elected 
commissioners has been called in Albany. 
The agenda for the conference includes 
discussions of the major phases of the 
social welfare district programs and their 
relationships to the State and Federal 
programs. In your capacity of Principal 
Accountant you are to address this con- 
ference on the mechanics of local-state 
financial and accounting relationships. 
This address should cover such subjects 
as how Federal and State funds are made 
available to the counties, what reports 
are required and how emergency finan- 
cial situations should be met. 

Assume that you have been recently 
ay ppointed as Pr incipal Accountant and 
= at it is necessary for you to determine 
that: 


(1) Accurate and comprehensive re- 
: ports are being made 
(2) Employees are giving a full meas- 
ure of work each day 
(3) Proper relations are being main- 
tained with agencies whose work 
is audited. 
You have called a meeting of your sub- 
ordinate supervisors for the purpose of 
outlining verbally to them the type ot 
controls that you intend to set up to 
assure yourself that the abeve three ob- 
jectives will be maintained. Proceed to 
deliver the outline. 
The State Department of Social Welfare 
has received an anonymous letter signed 
“Local Citizen” which alleges that there 
has been falsification in the books of a 
State institution under the control of the 
Department of Social Welfare. The 
anonymous letter is well-written, in good 
English, and cites enough specific alle- 
gations so that it cannot be dismissed 
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as the work of a “crank”. As a matter 
ot fact, the State Board of Social Wel- 
fare is much concerned over the letter 
and what course of action to take in re- 
gard to it. In your capacity of Principal 
Accountant you have been asked to ap- 
pear at a meeting of the State Board oi 
Social Welfare to offer recommendations 
for an appropriate course of action. 
There will also be present at this meeting 
representatives of the Division of State 
Institutions and Agencies. Proceed to 
address the Board and present your 
recommendations. 


In your capacity of Principal Account- 
ant, you have beeen invited to participate 
in a discussion before a meeting of the 
New York State Association of Public 
Accountants. The subject of the meeting 
is “Resolved that the accounts of the 
various governmental departments, agen- 
cies and subdivisions in the State of New 
York should be audited annually by in- 
dependent public accountants”. Your 
part in the discussion is to present a 
discussion of this subject as it applies 
primarily to the local welfare districts. 
(You may present either the affirmative 
or the negative, but only -one individua! 
may speak on this topic.) 


Assume that the New York State Divi- 
sion of the Budget is considering. the 
substitution of a lump sum budget for 
your Department in place of the present 
line item budget. The procedure has been 
discussed with the Commissioner and the 
Deputy Commissioner in charge of Fi- 
nance and yourself. You, as Principal Ac- 
countant, have been designated to appear. 
with the Deputy Commissioner, before 
a group of budget examiners to present 
a statement of your Department’s posi- 
tion on this matter. Proceed with your 
presentation. 


Assume that you have just been appoint- 
ed Principal Accountant in the State 
Department of Social Welfare and that 
you have called together your staff for 
their first formal meeting with you. In 
the announcement of the meeting, you 
had indicated that you would outline 
your plans for the organization and oper- 
ation of the Bureau of Accounting of 
the State Department of Social Welfare. 
Proceed to outline your plans. 


At the annual conference of the New 
York State Expenditure Survey, Inc. 
it is contemplated that there will be a 
panel discussion on the subject “Con- 
structive Economy in Government”. In 
your capacity of Principal Accountant 
in the State Department of Social Wel- 
fare you have agreed to participate in 
the panel and to deliver a paper on the 
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subject “Opportunities for Economy in 
Social Welfare Accounting at the Local 
District Level.” 


Assume that you have been recently 
appointed Principal Accountant in the 
State Department of Social Welfare. You 
have been instructed by Commissioner 
Lansdale to address his next staff meet- 
ing for the purpose of outlining the 
financial policies that will govern your 
operation of the Bureau of Accounting. 
You are. to proceed to outline these 
policies. 


In your capacity of Principal Account- 
ant, you are to address a meeting of 
the New York State Association of 
Public Welfare Accountants. Your sub- 
ject is “Streamlining the Computation 
of Distributive Shares of Collections”. 


Assume that State Grants-In-Aid to local 
welfare agencies is a matter of great 
public interest. There has been consider- 
able agitation in the press and communi- 
ties for elimination of State and Federal 
taxes for this purpose and the substitu- 
tion of locally collected and controlled 
funds. The Chamber of Commerce of 
the City of Buffalo has requested through 
the Area Office that you, the Principal 
Accountant of the State Department of 
Social Welfare, address a meeting of 
their body. Your subject is to be ‘ ‘Argu- 
ments for and Against State Grants-In- 
Aid to Local Welfare Agencies.” 


One of the administrative officials of the 
State Department of Social Weifare 
recently made the following statement: 
“The major conflict today in the 
public assistance program is between 
concept of public 
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assistance and what I choose to calli 
a ‘public-family-case-work’ concept. 

“The legal people and the fiscal 
people, who must play a major role in 
a program which spends tax money 
as this one does, increasingly empha- 
size the factors of law and rights and 
audits. The social service staff, trained 
to see problems and to attempt to 
help people in trouble, see public assist- 
ance as essentially a case work pro- 
gram for the financially needy.” 


Assume that at the annual meeting of the 
New York State Association of Public 
Welfare Accountants a panel discussion 
is scheduled on the subject “The Proper 
Spheres of Responsibility of Account- 
ants and Social Workers in the Public 
Assistance Program”. In your capacity 
of Principal Accountant, you have been 
included as one of the members of the 
panel. You are to present a statement 
of the appropriate spheres of responsi- 
bility together with supporting reasons. 


In your capacity of Principal Account- 
ant in the State Department of Social 
Welfare, you have accepted an invitation 
to address a monthly meeting of the 
Albany Chapter of the Society for Public 
Administration. Your subject is “Ad- 
ministrative Relationships between Levels 
of Government in a Federal-State-Local 
Grant-In-Aid Program”. 

In your capacity of Principal Accountant, 
you have been scheduled to address a 
meeting of the New York State Asso- 
ciation of Public Welfare Accountants. 
Your subject is “Cutting Welfare Ac- 
counting Costs in a large Welfare Dis- 
trict by the Adoption of Punch Card 
Accounting Methods.” 
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Audit Verification of Cash 


By Tuomas H. Koerner, C.P.A. 


T the outset of my talk on the verifi- 
cation of cash, I would like to tell 
you that, because of the time limit on this 
discussion, it will be impossible for me 
to cover the subject in detail. However, 
I shall try to cover the salient points of 
such a verification without going into 
classification of cash or the procedures 
applicable to certain specialized busi- 
nesses such as banks, brokerage houses, 
chain stores, and so on. 

For purposes of this discussion let 
us divide cash into four groups, each 
of which requires similar verification 
procedures: cash on hand, cash on 
deposit, cash in transit, and special cash 
funds. 

Cash on hand may comprise imprest 
or working funds, undeposited receipts, 
and funds at branches, agencies, or 
other points at the locations visited by 
the accountant. Cash on deposit con- 
sists of current checking accounts. The 
third group, cash in transit, represents 
sums which at a given date are neither 
on hand nor on deposit, such as remit- 
tances from one branch to another or 
to the Head Office. The last group, 
special cash funds, usually consists of 
time deposits or funds earmarked for 
specific purposes, such as sinking funds, 
construction funds, funds for the pur- 
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chase of securities, and other similar 
funds. 

As to all groups of cash, knowledge 
of the number, location, and approxi- 
mate amount of the funds, and the de- 
gree of internal control relating thereto 
is of prime importance. Next in im- 
portance is the time the funds will be 
verified. Under certain circumstances 
it is immaterial as of what date cash is 
verified. The guiding factors as to the 
time of verification are the importance 
of each of the funds, their location, and 
the opportunity which the custodian or 
custodians may have of concealing a 
cash shortage. In cases where the cus- 
todian has no opportunity for conceal- 
ment, or where the cash funds on hand 
are unimportant, cash on hand may be 
counted when starting the audit, and 
cash on deposit may be verified as of 
the balance sheet date. However, where 
there is opportunity for concealment or 
where the funds are important, all cash 
should be verified simultaneously, ex- 
cept funds at distant locations which are 
isolated or segregated in such manner 
as to make impossible the usé thereof 
to cover a shortage. 

Simultaneous verification may be 
made as of the balance sheet date, at 
some date other than the month end, or 
on the last day of a month following 
the balance sheet date. 

The advantage of verifying cash on a 
balance sheet date is that there is no 
necessity for audit of interim trans- 
actions. However, there is a disadvan- 
tage, namely, that such a verification 
lacks the element of surprise. This ele- 
ment is present where the verification 
is made at some other date and con- 
stitutes an advantage, but there is also 
a disadvantage in that it necessitates 
review or audit of interim transactions. 
There are occasions where the verifi- 
cation of cash is necessary at two dates, 
as for example where there is a well- 
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defined suspicion directed against a 
custodian or where the first count was 
not satisfactory. A second count is 
also generally desirable on brokerage 
engagements. 

Although this discussion relates only 
to the verification of cash, I might say 
that under certain circumstances nego- 
tiable marketable securities should be 
verified simultaneously with cash. 


Cash on Hand 

Let us now consider the verification 
of cash on hand. In order to prevent 
kiting and substitution it would be 
ideal if a sufficient number of account- 
ants could be assigned to cover each 
specific fund, as is done in bank audits. 
Inasmuch as this is not always prac- 
ticable, we must consider two possi- 
bilities, either to have all the funds 
brought to a central location or to seal 
all of the funds and release them as the 
count progresses. Where important 
funds are located at distant points and 
they can not be counted simultaneously, 
it will be necessary to establish the 
balance at a later date and make an 
audit of the interim transactions. Some- 
times where the funds at distant loca- 
tions consist of cash on hand of un- 
important amounts the auditor may re- 
quest the custodian to acknowledge 
possession of and responsibility for 
the funds. 

Cash should never be counted unless 
the custodian or another of the client’s 
employees is in constant attendance. 
Also, when there is a discrepancy in the 
fund, or generally even if the fund is 
in agreement with the related control 
account, the custodian should be re- 
quested to sign a concurrence in the 
accountant’s record of the count, but 
in no event should this concurrence be 
in the form of a receipt inasmuch as 
this would imply that the fund had 
been out of his custody. 

The accountant’s record of the count 
should consist of a list of bills, coins, 
checks, and vouchers. If cash on de- 
posit is to be verified as of the same 
date as cash on hand, and the cash 
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book has not been balanced, a note 
should be made of the last items of 
receipts and disbursements recorded in 
the cash book. 


If there are many bills in the fund 
being counted, test-counts may be made 
of bills of small denomination in 
wrapped packages. Standard size pack- 
ages of coins should not be broken. 
As to the undeposited receipts, checks 
included in the cash should generally 
be listed as to date, name of drawer, 
payee (if other than the company), 
endorser (if any), amount, and 
whether they represent undeposited re- 
ceipts or cashed checks. If there is any 
doubt as to the propriety of any check 
in the cash balance the name of the 
bank on which it is drawn should also 
be recorded for future use. 


Any vouchers for personal loans and 
advances should be listed as to date, 
name, amount, nature of advance, and 
name and title of person by whom ap- 
proved. 


If vouchers for expenses and pur- 
chases are few or of relatively large 
amounts they should be listed individu- 
ally. If mumerous and and of small 
amounts, they may be run on an adding 
machine tape and summarized. All 
vouchers should be examined for ap- 
proval and for indication of alteration, 
particularly of date or amount or of 
other irregularity or laxity. Any doubt- 
ful items should be specifically investi- 
gated and followed up and the results 
noted in the working papers. Such 
vouchers should be canceled or marked 
paid, to prevent re-use thereof. The 
importance of looking for alterations 
of dates is best illustrated by my ex- 
perience in the case of an audit of a 
large oil company in France. My atten- 
tion was drawn to the work of a junior 
accountant who was in the process of 
checking petty cash vouchers paid out 
of a rather large petty cash fund. These 
vouchers required approval of a depart- 
ment head and by the chief accountant, 
and the system of internal control was 
good in all respects but one. I noted 
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that the year on one of the petty cash 
vouchers had been erased, but realizing 
that the voucher was issued in the 
month of January, I assume it was due 
to an error which is likely to occur at 
the beginning of a new year. Some 
time later I again had occasion to re- 
view the process of checking petty 
cash vouchers and saw another one 
on which the year had been erased, but 
this one was dated in July. I became 
suspicious and asked for the petty cash 
book of the preceding year and was 
not unduly surprised when I found that 
a voucher for the same amount had been 
entered in the year preceding that of 
audit. I was also not surprised to find 
that the petty cash voucher for the 
preceding year could not be produced. 
The result was the discovery that the 
custodian of the petty cash fund ob- 
tained fully approved vouchers of the 
preceding year, changed the year, en- 
tered the voucher in the current year 
and abstracted the funds called for by 
the voucher. 

As additional evidence of the validity 
of vouchers included in the cash it is 
necessary to trace their subsequent 
movement in the accounts. If the 
vouchers are of significance, it is de- 
sirable, and may be necessary, to insist 
that they be recorded in the accounts 
as disbursements in the period during 
which the cash was disbursed. We 
should also see that there are no vouch- 
ers or checks in the cash fund which 
bear a date preceding that of the 
last reimbursement. Obviously, there 
should be no reason for carrying for- 
ward vouchers when a reimbursement 
of the fund is made. 

The auditor should ascertain that 
checks said to represent undeposited 
receipts have been entered in the cash 
book under a current date and are 
later deposited, and take such steps as 
may be necessary and possible under 
the circumstances to guard against 
substitution of other receipts in making 
the deposit. In some cases it is neces- 
sary to control the deposit by accom- 
panying to the bank the person making 
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such deposit. It is also necessary to 
refer to sales records in case of some 
undeposited receipts. 

Next, it should be ascertained that 
checks said to have been cashed have 
been entered in the cash book, if the 
system provides for such entry and if it 
does not so provide, take such steps as 
may be necessary to see that such 
cashed checks as are relatively impor- 
tant in amount or not currently dated 
are deposited or cashed at the bank. 
If there is any reason for suspicion, 
arrange to have the bank notify you 
if any such checks are returned dis- 
honored. If such procedure is imprac- 
ticable, review the checks with some- 
one in authority other than the custo- 
dian. Whether or not there are any 
cashed checks on hand, if such checks 
are cleared from the account with an 
exchange check or similar account, the 
possibility of concealing an irregularity 
in that account should be investigated. 
The auditor should also ascertain 
that company reimbursement checks 
included in the cash balance have been 
entered as disbursements or, in the 
case of simultaneous verification with 
cash on deposit, that they are included 
in the reconcilement as outstanding 
and, in either case, ascertain that they 
are properly supported by vouchers. 

After completion of the count the 
total of the funds counted must be com- 
pared with the balance in the related 
control account. 

In the verification of cash on hand 
and of cash on deposit consideration 
should be given to any situation where 
the custodian has access to cash which 
belongs to an organization or person 
not under audit. 


Cash on Deposit 

We next deal with the verification 
of the second group, namely, cash on 
deposit. This asset is also a popular 
medium through which to perpetrate 
embezzlement, Three matters relating 
to the verification of these funds should 
be emphasized, namely, the verification 
should be simultaneous with the cash 
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Audit Verification of Cash 


on hand, reconcilement should be inde- 
pendent, and canceled checks in the 
current settlement should be carefully 
scrutinized. 

The procedure of verifying cash on 
deposit should be as follows: Certifica- 
tion of the balances as of the date of 
verification, and also as of the date of 
the balance sheet if these dates are not 
identical, should be obtained directly 
from the depositary. There should also 
be obtained directly from the bank de- 
tails of the deposits for a few days 
preceding and following the end of the 
current statement period. The latter is 
of importance where the audit is not 
started until some time after the veri- 
fication date or where the accountant 
does not receive the bank statement 
unopened. It is vital to the effective 
use of independent bank certifications 
that they shall reach the accountant 
without allowing an opportunity to em- 
plovees of the client to alter them. One 
of the reasons for obtaining a bank 
certification is to detect any attempt 
on the part of a dishonest employee to 
mislead, through alteration of a closing 
balance as it may have been shown by 
the bank on the bank statement. Where 
bank accounts appear to be inactive, the 
receipt of a bank certification is not 
conclusive evidence as to the balance. 
Supplementing this, the check books 
should be examined to ascertain if any 
checks affecting the balance have been 
issued. 

Where bank accounts have been 
closed out during the period under ex- 
amination, a bank certification should 
neverthelsss be obtained in order to dis- 
close notes payable or other obligations 
to the bank which may not have been 
recorded in the accounts. In addition 
to the certification mentioned, we should 
obtain the bank statement and canceled 
checks for the month or other period 
ending on the date of our verification. 

There is some advantage in obtaining 
first-hand access to bank statements 
and canceled checks and making the 
reconcilement before any officer or em- 
ployee of the client has handled them, 
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because there might be opportunities 
for concealing a shortage temporarily 
through destroying or altering checks 
in the current statement or manipulat- 
ing the reconcilement. 

Instead of prescribing first-hand ac- 
cess to bank settlements as standard 
procedure, it is regarded as sufficient 
to restrict it to instances where sus- 
picion of fraudulent practices exists. 
It should be borne in mind that first- 
hand access serves only to prevent 
alteration or destruction of checks 
which were returned under the current 
settlement. 

Continuing the procedure in veri- 
fication of cash on deposit we next com- 
pare the opening balance of the cur- 
rent bank statement with the preceding 
bank statement and prove the footings 
if there is any indication of alteration 
of the current statement. 

The total cash receipts should be 
compared with deposits shown by the 
current and next subsequent bank 
statement, accounting for all receipts 
as recorded for each day and identi- 
fying them with specific deposits for 
the verification date and for a few days 
prior and subsequent thereto. Where 
there are two or more bank accounts, 
the number of days prior to the verifi- 
cation date should be sufficient to allow 
a transfer check to reach and be paid 
by the drawee bank not later than the 
verification date. This procedure and 
the one which will be referred to next 
is designed to detect kiting and unre- 
corded transfers between banks. 

As a next step there should be 
obtained (unopened, if possible), the 
bank statement for the period following 
that of the date of verification of cash on 
deposit. If this period has not elapsed 
before completion of the audit, obtain 
bank statements and canceled checks 
(again unopened) if possible, for a pe- 
riod not less than ten days after the veri- 
fication date. As to either statement, 
examine the checks returned and com- 
pare those which were not issued during 
that period with a list of outstanding 
checks as of the verification date and 
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with the cash book as to all details. 
Unless the statement and checks have 
been received unopened, compare all 
the checks with the statement to see 
that none has been abstracted. Partic- 
ular attention should be given to any 
check which may have been outstanding 
at the verification date but is not so 
shown. In other words, instead of 
merely comparing checks indicated to 
be outstanding according to the re- 
concilement, examine all checks re- 
turned for the purpose of ascertaining 
whether any check which was actually 
outstanding is not so listed, relying 
upon dates of bank endorsements 
rather than upon dates of checks. Also, 
examine any charges made by the bank 
for dishonored checks, ete. 

Next, compare the details or at least 
the larger items of the deposits for the 
last few days of the current period, as 
shown by detailed deposit slips obtained 
from the bank, with entries in the cash 
book. Investigate any discrepancies dis- 
closed thereby in an effort to detect any 
concealment or temporary restitution 
of a shortage. This brings up a point 
which has, no doubt, troubled many of 
us, namely, that of “block” recording of 
deposits. Some banks do not regard 
the details of deposits made as of im- 
portance and, as long as the total cash 
and checks deposited agrees with the 
totals shown on the deposit slips, no 
exception is taken by them as to any 
disagreement of the details. If in situa- 
tions known to be present no credence 
can be given to the details of deposits 
as reported by the bank, an alternate 
auditing procedure must be adopted. 

The next step is to compare the re- 
turned checks accompanying the cur- 
rent statement with the bank statement 
and with the cash book, examining or 
testing them as to all pertinent details 
and, at the same time, watching dates 
of payment by the bank and examining 
the endorsements and scrutinizing them 
for alterations. Any checks not entered 
in the cash book in the current state- 
ment period should be compared with 
the list of outstanding checks shown in 
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client’s reconcilement as of the begin- 
ning date. The examination of endorse- 
ments should have as its purpose the 
detection of any variation in the name of 
the endorser from that appearing on 
the face of the check, and of any forged 
or altered endorsement, and will also 
determine whether or not the check 
has passed. through an intermediate 
bank. The regularity of checks drawn 
to cash, to petty cash, to payroll, to 
employees, or to officers should be 
carefully scrutinized. With respect to 
all the foregoing points, the amount 
of the check should govern the extent 
and precision with which the procedure 
indicated is carried out. 

Where checks are on unprotected 
paper, unusual care should be exercised 
in scrutinizing the checks for evidence 
of alteration. Suspicion thereof may be 
confirmed in some cases by holding 
checks to the light. 

The necessity for examining checks 
as to the date on which they were 
paid by the bank is governed, first, by 
whether or not the bank account’ has 
been balanced subsequent to the date 
as of which verification is being made, 
and prior to the date on which recon- 
cilement is made; and, second, by 
whether or not any discrepancy is 
developed through the comparison of 
the canceled checks with the bank’s 
list thereof. Where, for example, a 
bank account was balanced on Decem- 
ber 31 and is being reconciled as of 
that date, but the reconcilement is 
actually performed on February 10 fol- 
lowing, it is possible for an employee 
having access to the checks returned by 
the bank in the settlement of January 
31, to obtain a check so returned but 
outstanding at December 31, and in- 
clude such check with the checks reg- 
ularly returned at December 31, thereby 
reducing the outstanding checks in the 
reconcilement as of that date and thus 
concealing a shortage. The possibility 
of concealment under such a condition, 
where it is known that a “cut-off” bank 
statement has been received since the 
date as of which the balance is being 
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Audit Verification of Cash 


reconciled, should be so obvious as 
not to call for special attention, but it is 
not so generally recognized that it is 
equally necessary to consider the pos- 
sibility that a bank account may have 
been balanced at an odd date during the 
month. To follow up the foregoing 
example, the work of reconcilement as 
of December 31 may be performed on 
January 20, and the bank account have 
been balanced on January 15, at which 
time a check which was outstanding at 
December 31 and paid early in January 
may have been filed with those paid in 
December, the fact of the January 15 
balancing being concealed. 

The next step is to obtain the client’s 
reconcilement as of the beginning of 
the current period (that is, the month 
preceding the last month of the current 
period) and compare the balances 
shown thereon with the related bank 
statement and the cash book, and in- 
vestigate outstanding checks and any 
other reconciling items therein which 
have not been cleared in the previous 
step as to validity and entry in the 
cash book and/or in the bank state- 
ments. Particulars as to old outstanding 
checks of significant amount should be 
noted. We then reconcile the balance 
shown by the bank statement at the end 
of the current period with the cash 
book and determine outstanding checks 
by reference to open items. It is im- 
portant to make note of the dates of 
entry in books and on bank statements 
of all reconciling items, other than 
outstanding checks, and of dates and 
numbers of outstanding checks, also 
payees of checks payable to branches, 
affiliated companies, banks, and fund 
reimbursement checks. All items 
charged or credited on the books but 
not yet credited or charged by the 
bank, except outstanding checks, should 
be confirmed with the bank. 


I might stop here to point out to 
you that the reconcilement of bank 
balances is not merely a mechanical or 
mathematical procedure but one which 
requires exceptional alertness. Every 
reconciling item should be seriously 
considered as to its regularity. Appar- 
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ent agreement of the cash balance with 
the bank balance should never be 
accepted without investigation as to 
whether or not there are any items, 
such as outstanding checks, which 
should be deducted from the bank bal- 
ance. Obviously, the bank balance as 
shown by the bank certification should 
be agreed with our reconcilement, and 
it should be determined that the account 
named by the bank is the same as the 
name of the account shown by the 
client. If the company’s reconcilement 
were to be accepted, a shortage might 
be concealed by destroying a check and 
adjusting the details or the total of 
outstanding checks in equal amount. 
Where an independent reconcilement 
is made, the amount of an entered check 
destroyed increases the amount of 
checks outstanding to be deducted from 
the bank balance. The cash on deposit 
having been already reduced at the time 
the check was paid the increase in 
amount of outstanding checks automat- 
ically establishes the shortage when the 
adjusted bank balance is compared with 
the company’s balance. An unentered 
check, if destroyed, would not automat- 
ically increase the amount of checks 
outstanding through inclusion therein, 
as there would be no record of the 
issuance of such check ; however, as the 
cash on deposit was reduced at the 
time the check was paid with no cor- 
responding reduction in the cash book 
balance, the shortage would be devel- 
oped by the reconcilement, 


Notwithstanding the fact that in- 
dependent reconcilement will detect a 
shortage concealed by destruction of a 
check and manipulation of the com- 
pany’s reconcilement, and further, that 
a shortage covered by destruction of a 
check and falsification of the cash rec- 
ords will be detected by independent re- 
concilement and proof of cash, the quick- 
est, surest, and most satisfactory method 
of detecting a check which has been 
destroyed is to compare the canceled 
checks returned by the bank with the 
bank’s list thereof. If it is impracticable 
to compare the returned checks with 
the charges as shown on the bank state- 
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ment item by item, the comparison may 
be made in total, in which event par- 
ticular attention should be given to the 
dates the checks were paid by the bank 
to see that they come within the current 
statement period. 


Cash in Transit 


Let us now deal with the third group 
of cash to be verified, namely, cash in 
transit. Where the remitter is also 
being audited, it will be necessary to 
ascertain whether or not the remittance 
was made and, if the remittance was in 
the form of a check, whether such 
check was outstanding in the reconcile- 
ment of the remittee unit or branch. 
Obviously, if the check was outstanding 
nothing further need be done. If the 
accounts of the remittee unit or branch 
are not being currently audited or if 
the remittance was in a form other than 
a check, such as a draft, then it will 
be necessary to trace the receipt of 
the remittance in the bank and cash 
book. You will, no doubt, realize that 
cash in transit should be taken into 
consideration only in connection with 
adjustment for consolidation of inter- 
office or inter-company accounts. 


Special Cash Funds 

Special cash funds, if they represent 
time deposits, evidenced by certificates 
of deposit or by savings accounts, are 
verified by independent certification 


obtained from the depositaries and in- 
spection of the certificate or savings 
book, but usually these accounts do not 
require reconcilement. The certification 
should include the interest rate and, as 
to time deposits, date of maturiy or re- 
demption. We will also have to consider 
the possibility of these deposits being 
pledged or restricted as to free with- 
drawal. 

Special earmarked funds, such as de- 
posits with fiscal agents, trustees, or 
brokers, should also be confirmed and 
reconciled with the client’s records. 

So far in my review I have dealt with 
the verification of cash principally as of 
the balance sheet date. When some 
other date has been chosen it will be 
necessary to make a review or test of 
the interim transactions. The extent to 
which the interim transactions should 
he verified depends entirely on the 
client's internal control over cash, with 
which, as I stated at the beginning of 
my remarks, the accountant should be 
thoroughly familiar. However, in any 
event, we should at least obtain’ con- 
firmation of the bank balances at both 
dates and critically review the client’s 
reconcilement as of the date not com- 
pletely verified by us. 

In conclusion I would like to repeat 
that, due to limitations of time, I have 
narrowed my discussion to certain 
items, which obviously did not embrace 
all segments of cash verification work. 
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Tax Problems of Specific Industries and 
Businesses 

Corporate Form and Corporate Reorgan- 
ization—How To Move with Options 
Available 

Procedural Matters 

Estate Tax Planning 

Business Income, Business 

Business Accounting 


Questions of 
Expense and 
Methods 

Problems of the Stockholder and His Cor- 
poration 
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Tax Problems that Come with Various 
Kinds of Purchases and Sales 

Four Vital Topics in Present-Day Taxa- 

tion 

Personal and Family Income Tax Problems 

Penalties and Pitfalls Facing Corporations 

And What to do About Them. 

Also included are a Table of Statutory 
References, a Table of Treasury Regulations 
References, and an Index. 

This work belongs in the library of every 
tax practitioner. 
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Auditing Procedures Relative to 
Marketable Securities 


By Francis G. Conne tty, C.P.A. 


ry discussion of auditing pro- 
cedures might well start with 
giving prime consideration to the pro- 
nouncements set forth by the American 
Institute of Accountants in its pamphlet 
published in 1936 under the title 
“IExamination of Financial Statements 
by Independent Public Accountants.” 
Parts of this pamphlet have been modi- 
fied or superseded by the series of 
statements on Auditing Procedure, now 
24 in number, issued by the Institute's 
Committee on Auditing Procedure. 

The pamphlet sets forth the following 
with respect to securities: 


A. Audit Procedures: 


1. Obtain or prepare a list of securities 
owned showing particulars such as: 
Description of security, including inter- 
est rate of bonds 
Denomination of bonds or par value of 
shares 
Number of shares and face value of 
bonds 
Cost of securities and amount at which 
carried on the books 
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Interest and dividends received during 
period under examination 

Market quotations, if available 
Location of securities, and if hypothe- 
cated, with whom and for what purpose. 

2. Compare this list with the correspond- 
ing ledger accounts and ascertain the 
basis on which the securities are carried 
on the books. 

3. Examine the securities listed or obtain 
confirmation from the holders if any 
are held by depositaries or others for 
safekeeping or as collateral. Make this 
examination of securities as close to the 
date of the balance sheet as possible. 
The count of cash should be made at 
the same time as notes receivable and 
investments are inspected or taken under 
control. Precautions should be taken to 
guard against the possibility of a short- 
age in one of, these assets being covered 
up by temporarily converting other 
negotiable assets or withdrawing funds 
from the bank. It is more satisfactory 
to inspect the actual securities than to 
account for their disposition subsequent 
to the date of the balance sheet. 

4. See that certificates of stock and regis- 
tered bonds are made out in the name 
of the company or, if they are in the 
names of others, that they are so en- 
dorsed as to be transferable to the com- 
pany or are accompanied by powers of 
attorney. 

5. Examine coupons on bonds to ascertain 
that unmatured coupons are intact. 

6. Confirm with transfer agents the own- 
ership of certificates out for transfer. 

7. Ascertain that the totals of dividends 
and interest received by the company as 
shown by the list have been duly re- 
corded, and that the income from securi- 
ties shown in the profit and loss account 
is correctly reported. 

Examine brokers’ advices in support of 

the purchase and sale prices of securities 

bought and sold through them. 


n 


B. Balance Sheet Presentation and 
Valuation: 

1. The amount of securities that are con- 
sidered to be readily convertible into 
cash and in which surplus funds of the 
company have been invested temporarily 
should be shown on the balance sheet 
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under current assets. Where stocks and 
bonds represent control of or a material 
interest in other enterprises and have a 
value to the company aside from their 
dividend or interest return, they are 
more in the nature of permanent invest- 
ments to be shown below the current 
assets in the balance sheet. Securities 
not readily marketable should be ex- 
cluded from current assets. 

If the total market value of securities 
included under current assets is less 
than the total book value by any mate- 
rial amount, a reserve for the shrinkage 
in value should be provided. If cost 
prices are used the quoted market values 
should be shown on the balance sheet. 


3. If examination of available data, includ- 
ing market quotations or, in their ab- 
sence, balance sheets and income ac- 
counts supplemented by information and 
explanations from responsible officials, 
indicates that there has been a substan- 
tial shrinkage in value of securities held 
for investment since their acquisition 
appropriate reserves should be provided 
or the facts should be disclosed in the 
financial statements. 

4. When corporations have acquired their 
own stocks, such stocks should be de- 
ducted from the capital stock or from 
surplus or from the total of the two at 
either par or cost as the laws of the 
state of incorporation and other relevant 
circumstances require. If acquired and 
held for a specific purpose, however, 
such temporary holdings could some- 
times be treated as assets, but they 
should be shown as a separate item and 
not under current assets. 

5. If any securities owned by the company 

have been hypothecated, this fact should 

be stated on the balance sheet. 


s) 


The foregoing represent the basic 
procedures for auditing securities and 
their balance sheet presentation and 
valuation. In general they relate to 
the accounting for securities by physi- 
cal inspection or confirmation, or both; 
the determination of the accountability 
for them from the records or collateral 
sources, including confirmation; the 
manner in which they should be shown 
in the balance sheet; and the value at 
which they should be carried. We may 
with profit consider some of these pro- 
cedures in greater detail. 


Physical Count and Inspection 
In general, the purposes of inspec- 
tion (or confirmation) are to establish 
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the possession and, in a limited sense, 
the ownership, of securities owned or 
held for the account of others. In 
accomplishing the verification of pos- 
session, great care must be exercised in 
order that the verification may be 
effective. Accordingly, it is necessary to 
consider the physical movement of sec- 
urities and the related records on or 
near the verification date. In most situa- 
tions, verifications of securities, wher- 
ever located, and of cash should be 
made simultaneously. Possible excep- 
tions are where the securities are not 
usable for borrowing or substitution 
and where the internal control is re- 
liable. Ownership should be substan- 
tiated as far as practicable, which is 
usually only to the extent of ascertain- 
ing the apparent or prima facie owner- 
ship. 


There are certain things that should 
be done preparatory to the count and 
inspection of the securities. Of these, 
the most obvious is to ascertain the loca- 
tion of the securities and the names of 
the persons authorized to have access to 
them. (The authority for the latter 
should ordinarily be found to be set 
forth in the minutes or by-laws of the 
organization or in some similar official 
document.) Arrangements should be 
made with an appropriate official as 
to the time of the count and necessary 
attendance by the client’s represen- 
tatives. In recurring engagements, it 
is desirable that counts be made at 
irregular intervals so as to obtain the 
benefit of surprise. Any necessary ar- 
rangements to that effect should be 
made with an official having no re- 
sponsibility for custody of securities. 

In order to avoid delays during the 
count, it is generally desirable to obtain 
or prepare the list of the securities in 
advance of the count. If considerable 
amounts of securities are held for the 
account of others, confirmation requests 
to the depositors also should be pre- 
pared beforehand. It is the usual prac- 
tice, in such instances, to record the 
results of the count on the copies of the 
confirmation requests. In order to ob- 
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Auditing Procedures Relative to Marketable Securities 


tain uniformity in the execution of the 
work, when the count requires a num- 
ber of accountants, written instructions 
should be issued to them. 

The first step in the process of 
physical count and inspection is to 
establish control over the securities ; 
i.e., to make such arrangements that 
access to the securities cannot be had 
without the auditor’s knowledge. Where 
the inspection is to be made on the 
balance-sheet date, the accountants 
should make their appearance at the 
close of business on that date and 
establish control over the securities. 
If the inspection is to be made subse- 
quent to the balance-sheet date, the 
securities may be placed under seal at 
the close of business on that date, access 
thereto being controlled until the en- 
tire verification is completed. If the 
inspection is made prior to the balance- 
sheet date—which should be done only 
in situations where control can be con- 
clusively established — the securities 
may be controlled until after the bal- 
ance-sheet date, when the necessary 
related audit work has been completed. 
If the securities are kept in safe-deposit 
boxes, control may be established by 
arrangement with the  safe-deposit 
company whereby that company is 
instructed by the client not to permit 
access to the boxes during a specified 
period by any persons unless accompa- 
nied by audit representatives. Where 
control is maintained in this manner, it 
is necessary to obtain a letter from the 
safe-deposit company upon the relin- 
quishment of control, stating in sub- 
stance that the client’s instructions were 
followed during the designated period 
(listing hours as well as dates). 

Manifestly, the validity of the count 
as a whole depends largely upon main- 
taining effective control over the securi- 
ties until the completion of the count. 
For instance, the count could be invali- 
dated by introducing securities which 
were not on hand at the time of assum- 
ing control or by so manipulating 
certain securities as to cause them to 
be counted more than once. The utmost 
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vigilance must be exercised in such 
matters as observing the actions of 
those persons who have access to the 
securities during the period of the con- 
trol and in maintaining physical sepa- 
ration of the securities counted from 
those not counted. 

Any deposits and withdrawals of 
securities made during the period of the 
control should be verified in all essen- 
tial particulars and appropriately ap- 
plied as reconciling items. The pro- 
cedures to be employed in determining 
the proper application of such changes 
depend upon the degree of control over 
the securities which exists through the 
records. 

The act of physical inspection has a 
two-fold purpose : to identify the securi- 
ties and to see evidence of their appar- 
ent ownership. While undergoing 
inspection, the securities must be kept 
continuously under the joint observa- 
tion and control of the client’s author- 
ized representatives and the auditors. 
To facilitate this, the physical arrange- 
ments for the count should be such as 
to afford convenient and effective obser- 
vation on the part of all concerned. 

With respect to identification, the 
particulars of the description of the 
security as shown by the records should 
be verified by reference to the face or 
body of the security. Ordinarily this 
may be accomplished by a quick in- 
spection. 

If the internal control over the clip- 
ping and collection of bond coupons 
appears to be good, the inspection of 
coupons attached to bonds may be con- 
fined to tests. It is customary to clip 
coupons a short time in advance of their 
due dates. All detached coupons, which 
for practical purposes are equivalent to 
cash, should be accounted for. 

Concerning the matter of ownership, 
it should be ascertained that the securi- 
ties are either payable to bearer, as in 
the case of coupon bonds, or registered 
in the name of the purported owner, 
and if not so registered are endorsed, 
directly or indirectly (by means of 
powers of attorney, eg., “stock 
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powers”), to his order or (expressly 
or essentially) to bearer. 

It should be remembered that one of 
the best evidences of ownership of se- 
curities is the receipt of income there- 
from. 

Attention to bond or stock certificate 
numbers ordinarily is not necessary. 
However, sometimes the auditors are 
specifically instructed by the client to 
account for the securities by their num- 
bers, and there are certain other situa- 
tions where this should be done. Where 
the auditors undertake to count part of 
a group of securities subject to a com- 
mon control, e.g., the securities of one 
of a series of estates or trusts, the 
security numbers should be compared 
with the records, Even this procedure 
inay not be wholly conclusive, however, 
unless the internal control, or the effect 
of other work performed by the audi- 
tors, is such as to afford reasonable 
assurance that there has been no mani- 
pulation of the records of security num- 
bers. 

Occasionally, securities are not made 
subject to the auditor's control at the 
balance-sheet date and an inordinate 
amount of work would be required in 
the examination of interim cash trans- 
actions incident to simultaneous verifi- 
cation of cash and securities at a later 
date. In such case, the securities may 
he identified by number as of the later 
date and thus traced to the records, 
with attendant examination of the in- 
terim security transactions—provided 
we have reason to believe that there 
has been no manipulation of the records 
of security numbers. 

In examining securities held by an 
individual custodian, or where dual 
control over the securities is of dubious 
quality practically, owing for instance 
to the dominant influence of one co- 
custodian over the other, the security 
numbers should at least be tested. 

In connection with accounting for 
securities held for others, it is necessary 
to consider whether the internal control 
is such that the records will disclose all 


such securities. Usually they are not 
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controlled through the general account- 
ing records but they are sometimes con- 
trolled through the securities records 
or memorandum accounts. If there is 
no effective control of securities held 
for others, it is desirable to note all 
security numbers at the time of physical 
count and inspection of the securities 
and to check the numbers to the proper 
sources. 

Securities in transit sometimes can- 
not be satisfactorily accounted for un- 
less they are identified by numbers. 


Confirmation 

The obtaining of confirmations in 
connection with examinations of securi- 
ties serves to corroborate either the pos- 
session by others of securities owned 
by the concern or for which the concern 
is responsible or the accountability of 
the concern for securities held for 
others. Typical of the first of these pur- 
poses are the confirmations from trans- 
fer agents, trustees, etc., covering se- 
curities held for the account of the client 
concerned. 

In connection with the confirmation 
of securities held by others, we should 
generally inquire into the conditions 
under which the securities are so held 
and the status of the custodian. To use 
an extreme illustration, it would not be 
expected that a borrower would retain 
possession of securities which he had 
pledged as collateral to a loan. Also, 
securities deposited under an escrow 
agreement would be expected to be held 
by a neutral person rather than by one 
of the parties at interest, and a trustee 
or executor usually would not delegate, 
except to financial institutions, the cus- 
tody of securities in trust. In other 
words, the custodianship to all appear- 
ances should exist in the normal course 
of business and the custodian should be 
appropriate to the purpose. 

Requests for confirmation and the 
responses thereto should, of course, be 
mailed and received under the auditor's 
control and exceptions disclosed by the 
replies should be pursued to a satisfac- 
tory conclusion. 
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Auditing Procedures Relative to Marketable Securities 


Examination of Records 


In almost all audits the transactions 
in securities owned should be examined. 
Generally this examination should be 
detailed, the exceptions being only in 
cases where the transactions are numer- 
ous and the internal control is good, so 
that tests should suffice. The examina- 
tion of transactions involves reference 
to data supporting the purchases and 
sales, etc., including minutes of the or- 
ganization or other source showing the 
authority for the transactions. In con- 
nection with redemptions, exchanges, 
issuance of rights, etc., it is frequently 
desirable to refer to independent pub- 
lications. Sometimes, particularly in 
connection with transactions between 
affiliated companies or interests, it is 
advisable to check the prices at which 
transactions have been consummated 
against market quotations on the re- 
spective dates. 


In audits for a period, income from 
securities usually should be checked in 
its entirety. Under certain circum- 
stances, such as where the securities 
are kept by a financial institution in a 
custody account and the institution at- 
tends to the collection of all income 
from the securities, or where the trans- 
actions are numerous and the internal 
control is good, the work on income 
may be confined to tests but should in- 
clude the verification of accruals at the 
beginning and end of the period. In 
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order to determine that all income ap- 
plicable to the securities has been prop- 
erly accounted for, the rate of dividends 
or, in some cases, interest, on the secu- 
rities should, wherever practicable, be 
checked by reference to standard pub- 
lications or other independent sources. 

The foregoing remarks have been 
confined to a consideration of the usual 
marketable securities held by commer- 
cial organizations. No attempt has been 
made to cover securities such as real 
estate mortgages or marketable securi- 
ties held by banks, brokerage concerns, 
ete. 

In general, we should keep in mind 
that in the audit of marketable securi- 
ties, as in the audit of other assets, the 
audit procedures we employ and the 
extent of our tests are governed to a 
large degree by the internal control 
existing within the client’s organiza- 
tion. In the case of marketable securi- 
ties such internal control exists prima- 
rily in the segregation of the function 
of custody over the securities from the 
function of recording the securities in 
the accounting records. 

We, as auditors, must recognize that 
public accounting is a profession and 
that the technique of auditing requires 
professional skill, judgment, and initia- 
tive applied within the framework of 
standard auditing procedures as set 
forth in pronouncements of the Amer- 
ican Institute of Accountants and other 
authoritative sources. 








Deductibility of Legal and Accounting Fees 


By ABRAHAM TANNENBAUM 


e 


I. The statute 

Under Internal Revenue Code Sec- 
tion 23(a)(1)(A), the conditions pre- 
cedent to deduction, all three of which 
must be satisfied, are as follows: (1) 
the expense must be incurred in carry- 
ing on a “trade or business’; (2) it 
must be both “ordinary and necessary” ; 
and (3) it must be “paid or incurred 
within the taxable year”. 

Under Internal Revenue Code Sec- 
tion 23(a)(2),! an expense may be de- 
ducted only upon condition that (1) it 
has been paid or incurred by the tax- 
payer during the taxable year (a) “for 
the production or collection of income”, 
or (b) “for the management, conser- 
vation, or maintenance of property 
held for the production of income” ; and 
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(2) it is an “ordinary and necessary” 
expense for either or both of such pur- 
poses. 

The effect of Section 23(a)(2) was 
to provide for a class of non-business 
deductions co-extensive with the busi- 
ness deductions allowed by Section 
23(a)(1)(A), except for the fact that, 
since they were not incurred in con- 
nection with a trade or business, the 
section made it necessary that they be 
incurred for the production of income 
or in the management or conservation 
of property held for the production of 
income.? Therefore, to determine the 
deductibility of legal and accounting 
expenditures we must turn to the vast 
body of judicial precedents with respect 
to such problems as (1) ordinary and 
necessary expenses; (2) capital expen- 
ditures; (3) personal expenditures ; 
(4) expenditures by one taxpayér for 
the benefit of another; (5) expendi- 
tures in connection with tax exempt 
income; and (6) expenditures deemed 
to be contrary to public policy.* 


II. Accounting method 

A cash basis taxpayer obtains a de- 
duction only when the item of expense 
is paid.* For an accrual basis taxpayer, 
the expense is allowable when the 
liability therefor becomes fixed and the 
amount is either ascertained or defin- 
itely ascertainable from the facts known 
in the taxable year. 

Two recent Tax Court decisions 
illustrate further tests that must be met. 
In the Kuykendall case,° a cash basis 
taxpayer sought to deduct legal ex- 


1LR.C. § 23(a) (2) was added by §121 of the Revenue Act of 1942, and made applicabie 


to tax years beginning after December 31, 1938. 


2 Bingham Trust v. Commr., 325 U.S. 365 (1945). F 
3 See Smith, “Deductibility of Expenses in Anti-Trust Litigation,” (1950) Proc. N.Y.U. 


8th Ann. Inst. on Fed. Taxation 646. 


4 Claude P. Noble, 7 1.C. 9606 (1946); Paul M. Kuykendall, T.C.M. P-H Par. 49,137 


(1949), 


5 Brown v. Helvering, 291 U.S. 193 (1934); Lucas v. American Code Co., 280 U.S. 445 
(1930) ; U. S. v. Anderson, 269 U.S. 422 (1926); Aaron Michaels, 12 T.C. 17 (1949). 
6 Paul M. Kuykendall, T.C.M. P-H Par. 49,137 (1949). 


April 














Deductibility of Legal and Accounting Fees 


penses and court costs incurred in 
connection with unsuccessful efforts to 
obtain monetary restitution for im- 
prisonment following an allegedly ille- 
gal trial. The Tax Court, in denying 
the deduction for lack of evidence, 
stated : 


“Although we are satisfied that petition- 
er did expend the amounts which he claims, 
we have no evidence whatever to establish 
the taxable period in which the expendi- 
tures were made, the exact nature of them, 
or the theory under which petitioner 
claimed the amount as a deduction from 
taxable income.” 


In the Michaels case,’ an accrual 
basis taxpayer sought to deduct legal 
fees as stated in a bill rendered in the 
tax year in question. The Tax Court, 
in denying the deduction, stated: 

“The remaining question involves the 
deductibility of an attorney’s bill rendered 
in the instant tax year but for services 
concededly attributable to a number of 
prior years. The evidence of what services 
were actually rendered, for whose account 
and liability, and to what extent there was 
ever any prospect or intention of actual 
payment is so meager that we consider 
ourselves foreclosed from arriving at the 
necessary finding of fact that any services 
for which petitioner bore any liability were 
accruable in the year before us.’’8 
Thus the first hurdle for the tax- 

payer in sustaining a deduction for 
legal and accounting fees is to prove 
by competent evidence (1) the nature 
of the services rendered; (2) the tax- 
able period in which the services were 
rendered; (3) for whose account and 
liability were the services rendered; 
(4) the taxable year or years of pay- 
ment, or the taxable year or years in 
7 Aaron Michaels, 12 T.C. 17 (1949). 


8id., at 20 
9 Reg. 111, § 29.242. 


which the liability was accruable; and 
(5) the reasonableness of the fees in 
question. 


III. Organization and reorganiza- 
tion expense 


Expenses of the organization of a 
corporation,? syndicate,!9 or partner- 
ship,!! such as filing fees, attorneys’ and 
accountants’ charges, are capital expen- 
ditures and not deductible from gross 
income. Where the corporate charter 
prescribes the period of corporate ex- 
istance, the organization expenses may 
be amortized over that period.!? If not 
previously deductible, organization ex- 
penses may be deducted as a loss upon 
the dissolution of the enterprise.!* 

Legal and accounting fees and re- 
lated expenses are not deductible upon 
the merger of the taxpayer with another 
enterprise.!+ Similarly, reorganization 
expenses are capital items, but are de- 
ductible upon abandonment of the re- 
organization plan.'> 


IV. Tax advice and tax litigation 
A. Income tax 


The present regulations!® concerning 
the deductibility of professional ex- 
penses in connection with tax advice 
and tax litigation were induced by the 
Supreme Court’s disapproval of the 
prior regulations in the Bingham case.” 
The regulations now permit deduction 
by an individual of “expenses paid or 
incurred . . . in the determination of 
liability for taxes upon his income”. 
Under this provision, the courts have 
allowed deductions for fees paid law- 


10 Warner Mountain Lumber Co., 9 T.C. 1171 (1947). 

11 Abe Wolkowitz, T.C.M. P-H Par. 49,212 (1949). 

12 Hershey Mfg. Co. v. Commr., 43 F.(2d) 298 (C.C.A. 10th, 1930). 

13 Shellabarger Grain Products Co. v. Commr., 146 F.(2d) 177 (C.C.A. 7th, 1944); 
Liquidating Co., 33 B.T.A. 1173 (1936) ; Pacific Coast Biscuit Co., 32 B.T.A. 39 (1935). 

14 Motion Picture Capital Corp., 32 B.T.A. 339 (1935), aff'd. on other grounds 80 F.(2d) 
872 (C.C.A. 2d, 1936) ; Citizens Trust Co., 20 B.T.A. 392 (1930). 

15 Richard H. Survant, 5 T.C. 665 (1945) aff'd. 162 F.(2d) 573 (C.C.A. 8th, 1947); 
Messenger Corp. v. Smith, 136 F.(2d) 172 (C.C.A. 7th, 1943) ; Bush Terminal Buildings Co., 
7 T.C. 793 (1946); Portland Furniture Manufacturing Co., 30 B.T.A. 878 (1934). 

16 Reg. 111, § 29.23(a)-15(b), as amended by T.D. 5513 (May 14, 1946). 

17 Bingham Trust v. Commr., 325 U.S. 365 (1945). 
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yers or accountants for (1) advice and 
assistance in the preparation of re- 
turns ;!8 (2) the cost of conferences and 
consultations with Bureau representa- 
tives ;!9 (3) the cost of litigating in- 
come tax deficiencies ;7° (4) the cost of 
defense of transferee liability ;?! and 
(5) the cost of filing refund claims and 
litigation with respect thereto.?? 


B. Gift tax 


Let us assume that your client comes 
to you and seeks advice concerning gifts 
of shares of stock he proposes to make. 
After numerous conferences such gifts 
are made. You prepare the gift tax re- 
turn, and receive a fee for your services. 
Thereafter, the Commisisoner proposes 
a deficiency assessment based upon an 
increased valuation of the subject of the 
gifts. You are retained to fight the pro- 
posed deficiency. A protest is filed; 
conferences are held with the Bureau; 
and a petition to the Tax Court is filed. 
Finally, a compromise settlement is 
agreed upon. Here too, you receive a 
fee for your services. Are either or 
both of the above described fees de- 
ductible by your client? Under the 
present regulations they would not be. 
Thus, the regulations state that “ex- 
penses paid or incurred by an individu- 
al in the determination of gift tax 
liability, except to the extent that such 
expenses are allocable to interest on a 
refund of gift taxes, are not deduc- 
tible”’.?4 

These regulations have been the sub- 
ject of recent litigation.24In the Cobb 
case, the taxpayer made a gift of real 
property to four daughters and made a 
gift of securities to his wife. The tax- 


payer reported and paid a gift tax of 
$18,943.65. Thereafter, the Commis- 
sioner proposed an additional assess- 
ment of $13,840.52. The taxpayer 
retained attorneys to file a protest and 
to file a petition to the Tax Court. 
Subsequently, a compromise settlement 
was effected resulting in an additional 
assessment of $6,000. The taxpayer 
deducted the attorneys’ fees paid. He 
argued that Section 23(a)(2) applied 
because (1) such expenditure was 
made to conserve his income-producing 
property by defending it against the 
claim and lien of the gift tax deficiency, 
and (2) the expenditure was a proxi- 
mate result of his action in making 
gifts to conserve his income-producing 
property and to aid in the production 
of income. The Tax Court upheld the 
Commissioner and denied the deduc- 
tion.25 On appeal, the Court of Appeals 
for the Sixth Circuit affirmed the Tax 
Court.26 In rejecting the taxpayer’s 
arguments, the court stated: 


“We find nowhere in the opinion 
of the Supreme Court in the Bingham 
case an intimation that would sus- 
tain the argument of petitioners that 
the attorneys’ fees incurred in pro- 
curing a settlement of his liability 
for gift taxes, and thus avoiding tax 
liens, and putative forced sale or sac- 
rifice of additional income-producing 
properties, constitute deductible ex- 
penses under Section 23(a)(2) of 
the Internal Revenue Code. Nor 
does the argument stand upon logical 
ground, Its acceptance could lead to 
the absurd result that law fees and 
expenses incurred in defending any 
type of litigation, say for example a 


18 Nancy Reynolds Bagley, 8 T.C. 130 (1947) ; David L. Loew, 7 T.C. 363 (1946) ; Philip 


D. Armour, 6 T.C. 359 (1946). 
19 William Heyman, 6 T.C. 799 (1946). 


20 Harry Dunitz, 7 T.C. 672 (1946) aff’d. without discussion of this point 167 F. (2d) 223 
(C.C.A. 6th, 1948) ; William Heyman, 6 T.C. 799 (1946); Herbert Marshall, 5 T.C. 1032 
(1945) ; Howard E. Cammack, 5 T.C. 467 (1945). 

21 Natl. Assn. of Schools & Publishers, Inc., T.C.M. P-H Par. 48,176 (1948). 

22 Williams v. McGowan, 152 F.(2d) 570 (C.C.A. 2d, 1945). 


23 Reg. 111, § 29.23(a)-15(b). 


24 Cobb v. Commr., 173 F, (2d) 711 (C.C.A. 6th, 1949) cert. den. 338 U.S. 832 (1949) ; 


Lykes v. U. 


S. 84 F.Supp. 537 (D. Ct. Fla., 1949). 


2510 T.C. 386 (1948) (three judges—Van Fossan, Leech, and Tyson—dissenting). 


26173 F.(2d) 711 (C.C.A. 6th, 1949). 
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tort action, would be deductible inas- 
much as a judgment rendered against 
the taxpayer would become a lien 
upon his income-producing property. 
Such, of course, was not the intention 
of Congress as revealed in any of its 
Acts.” 


The Court’s test of deductibility is 
that “the expense must be in proximate 
relation to the production or collection 
of income or to the care and conserva- 
tion of property held to produce it.” 
The Court stressed the original gift and 
therefore could find no reason to allow 
the deduction claimed. 

Two months later, the Florida Dis- 
trict Court, in the Lykes case,?” under 
similar facts, refused to follow the de- 
cision of the Tax Court and the Sixth 
Circuit Court and held that such fees 
were deductible. The Court, in holding 
that the regulations were contrary to 
law, stated: 


“To construe the law as giving to 
the Commissioner the power to as- 
sess a taxpayer with a deficiency tax 
greatly in excess of what he owes 
and to hold that such law denies to 
the taxpayer the right to contest such 
assessment, except at his own per- 
sonal expense, just isn’t justice un- 
der the law. The statute in question 
gives the Commissioner no such pow- 
er and the courts should not permit 
the Commissioner to write such pow- 
er into the law by a regulation adop- 
ted by him.” 


Here, the Court stressed the taxpayer’s 
fight to forestall the collection of the 
proposed deficiency. It felt that the 
regulations were inconsistent in deny- 
ing a deduction of expenses incurred in 
litigating a gift tax assessment and 
allowing a deduction of expenses 
incurred in litigation to determine 
whether the expenses paid or incurred 
with respect to the gift tax assessment 





were deductible. The Court’s reasoning 
hardly justifies the result. Under such 
reasoning, it is difficult to conceive of 
any fee paid or incurred which would 
not be deductible. 

Four months after the Lykes case, 
the Supreme Court denied certiorari in 
the Cobb case.28 However, Justices 
3lack and Jackson were of the opinion 
that certiorari should have been granted. 
It is believed that if another circuit 
should disagree with the conclusion 
reached by the Sixth Circuit in the 
Cobb case, the Supreme Court will 
grant certiorari and answer the prob- 
lems in question. 


C. Estate tax 


The line of demarcation between de- 
ductible and non-deductible fees paid 
for estate planning and estate tax advice 
is aptly illustrated in the Bagley case.?? 
There, the taxpayer paid fees for the 
following items held deductible by the 
court: (1) advice with regard to the 
advisability of purchasing substantial 
amounts of tax-anticipatory, interest- 
bearing bonds; (2) advice with regard 
to the making of interest-bearing loans ; 
and (3) advice with regard to the merit 
of plans offered to her by a firm of 
estate planners for the planning and 
rearranging of her estate. The court 
held the following fees to be non-de- 
ductible: (1) advice with regard to the 
creation of a trust for the taxpayer’s 
daughter; and (2) advice with regard 
to the release of certain powers of 
appointment held by the taxpayer. With 
respect to the former the court was 
“unable to see what possible connection 
the disposition of part of petitioner's 
income-producing securities by way of 
gift in trust could have with the pro- 
duction or collection of income; nor 
do we think that it can properly be said 
to have a proximate connection with 
the management, conservation, or main- 
tenance of such property”.°? With re- 


27 Lykes y. U. S., 84 F.Supp. 537 (D. Ct. Fla., 1949). 


28 338 U.S. 832 (1949). 


29 Nancy Reynolds Bagley, 8 T.C. 130 (1947). 
30 id., at 135. 
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spect to the powers of appointment, the 
retention or release thereof would not 
alter the income derived by the tax- 
payer from the property during her 
lifetime ; nor was the expense incurred 
“sufficiently proximate” to the conser- 
vation of such property. 

Where a beneficiary of an estate files 
a refund claim to recover a portion of 
the estate tax, it has been held that that 
portion of the attorney’s fee allocable 
to the interest received is deductible, 
but the remainder of the fee allocable to 
recovery of the tax paid is not deducti- 
ble under Section 23(a) (2).3! 


V. Personal or business expenses 


Many legal disputes involve a close 
connection between personal and busi- 
ness matters. If the former, the ex- 
penses paid or incurred are non-deduc- 
tible. The following recent cases 
indicate the complex nature of this 
problem : 

Court costs, attorneys’ fees, and 
other expenses in connection with libel 
suits brought by the taxpayer against 
certain newspapers for alleged libelous 
statements made against him as a candi- 
date for circuit judge were held to be 
personal expenses and not ordinary and 
necessary expenses of his trade or busi- 
ness.°* 

On the other hand, court costs, at- 
torney's fees, and other expenses in 
connection with the successful defense 
of an indictment alleging conspiracy to 
obstruct justice and to defraud the 
United States were held to be deducti- 
ble on the ground that the indictment 
was directly connected with and proxi- 
mately resulted from the petitioner’s 
practice of law.%3 


Legal fees expended by a “casual” 
fiduciary on account of, or in com- 
promise of a claim of negligence are 
not deductible.3+ On the other hand, an 
officer and director may deduct litiga- 
tion expense incurred in defending a 
stockholders’ suit alleging violation of 
fiduciary duties where such duties were 
sufficient to constitute a trade or busi- 
ness.35 

Attorneys’ fees, court costs, and re- 
lated expenses incurred by a wife in 
securing a financial settlement with her 
husband incident to separation and di- 
vorce are deductible under Section 
23(a)(2) if such settlement results in 
the production or collection of taxable 
income.*© Similarly, fees incurred in 
securing an increase in alimony are de- 
ductible as ordinary and necessary ex- 
penses incurred for the production or 
collection of income where the increased 
alimony is taxable under Section 
22(K).57 If the alimony received is 
partially non-taxable, the deduction for 
fees incurred must be allocated on the 
basis of the proportion of the total non- 
taxable alimony to the total amount of 
alimony received in the year in ques- 
tion.3”@ However, the husband may not 
deduct as “alimony” an amount paid 
by him to his wife’s counsel.37> 


VI. Allocation 


Where amounts are expended for 
legal services which cover deductible as 
well as non-deductible items, the tax- 
payer should allocate the charges be- 
tween the two types of items.*8 Since 
the taxpayer has the burden of making 
the proper allocation, a failure to do so 
may result in a total disallowance of 
the deduction claimed. 


Edmunds v. U. S., 71 F.Supp. 29 (D. Ct. Mo., 1947). 


Morgan S. Kaufman, 12 T.C. 1114 (1949). 


31 
32 Robert Edward Kleinschmidt, 12 T.C. 921 (1949). 


34 Commr. v. Josephs, 168 F.(2d) 233 (C.C.A. 8th, 1948), cert. den. 335 U.S. 842 (1948), 
on remand 12 T.C. 1069 (1949) ; Commr. v. Heide, 165 F.(2d) 699 (C.C.A. 2d, 1948). 
35 Hochschild v. Commr. 161 F.(2d) 817 (C.C.A. 2d, 1947). 


36 Barbara B. LeMond, 13 T.C. 670 (1949). 


37 Elsie B. Gale, 13 T.C. 661 (1949), overruling I.T. 3856, 1947-1 C.B. 23. 


37a Barbara B. LeMond, 13 T.C. 670 (1949). 


37b Frank J. Loverin, 10 T.C. 406 (1948). 


38 Specialty Engineering Company, 12 T.C. 


2 38 
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Conducted by BENJAMIN Harrow, C.P.A. 


Revocable Trusts and 
Clifford Trusts 


The setting up of a trust and the 
transfer of property to the trust creates 
a new legal owner of the property. That 
means that all incidents of ownership 
are now held by the new owner, the 
trust, while the grantor has divested 
himself of such incidents exactly as he 
would if he had sold the property. Does 
the grantor by setting up a trust effec- 
tively transfer the impact of a tax from 
himself to the trust? As a matter of 
law that should follow. One person 
should not be taxed on the income or 
property of another. Strict adherence 
to pure legal reasoning would, however, 
seriously interfere with the practical 
business of collecting revenue and so, 
in the interests of what is eminently a 
practical matter, taxation, certain basic 
legal concepts have had to be modified, 
much to the chagrin of the legally 
trained. 

For example, the creation of a trust 
creates also a separate taxable entity. 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society, since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and its 
Committee on State Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 


New York City. 











The grantor by this device thus has 
been able to reduce his surtaxes, for the 
income in the top brackets will now 
be taxed to a different taxable entity 
in the lowest brackets. This practical 
situation has given rise to the distinc- 
tion made between revocable and irrev- 
ocable trusts. Under the Internal 
Revenue Code, the creation of a revoca- 
ble trust does not transfer the incidence 
of taxation on the income to the trust. 
The grantor is still deemed to be the 
owner of the income and is himself 
taxed upon it even though a third per- 
son, as beneficiary of the trust, receives 
the income. Perhaps such treatment of 
the income is justified by equitable and 
practical considerations. At the mo- 
ment we are not concerning ourselves 
with this proposition. Our interest is 
in the treatment of income from a re- 
vocable trust under the state income 
tax law, which appears to adhere to 
the legal actualities as emphasized in a 
recent opinion of the Attorney Gen- 
eral.!. The opinion states that such in- 
come is taxable either to the trust itself 
or to the beneficiary, in accordance with 
the express provisions of sec. 365 of 
the Tax Law. 


The definition of gross income in sec. 
359.1 includes income derived by a 
beneficiary through trusts, and the state 
law has no express provisions differ- 
entiating between a revocable or irrev- 
ocable trust. As the opinion states, 
“the ‘plainly expressed’ provisions of 
sec. 365 apply to taxation of the income 
of a revocable trust with the same ef- 
fect as other types of trusts.” 

The Attorney General refers to the 
Clifford case,? which taxed to the 
grantor (under I.R.C. sec. 22 (a)) in- 


1 Dated December 27, 1949, and addressed to the State Tax Commission. 


2 369 U. S. 331 (1939). 
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come of an irrevocable trust, and then 
considers the question of whether trusts 
which came within the federal rule in 
the Clifford case could not be taxed to 
the grantor under the state statute. He 
says it would be “‘a much greater reach 
of implied power to tax the grantor of 
an irrevocable trust than would be the 
case with a revocable trust in the ab- 
sence of special provisions reaching 
either situation.” The Supreme Court 
taxed the grantor of a revocable trust 
on tlte ground that the power of revo- 
cation left in the hands of the grantor 
“unfettered command” of the corpus. 

The Tax Commission administra- 
tively has always accepted the rule that 
the income of a revocable trust is not 
taxable to the grantor. Says the At- 
torney General, for the State to tax a 
grantor of an irrevocable trust under 
the Clifford doctrine would carry the 
tax law “well beyond a point to which 
it has not previously been sought to 
extend it.” The Attorney General con- 
cludes that “the personal income tax 
may not be levied on the grantor of a 
trust on the ground that the trust is 
revocable or that, within the principle 
of the Clifford case, he retains a close 
relation to the corpus.” Such a change 
in the taxation of trust income should 
be accomplished by legislation. This 
important difference between the fed- 
eral and state treatment of the taxation 
of trust income should not be over- 
looked by taxpayers. 


Gross Receipts Tax—Exemption 


This tax is imposed by the City of 
New York on all trades or businesses, 
etc. No tax is imposed on a business 
where the gross receipts do not exceed 
$10,000 per annum. If gross receipts 
exceed $10,000, the tax accrues on the 
entire receipts without any exemption. 
Nor is there a notch provision such as 
the one applicable to corporations un- 
der the Internal Revenue Code. The 


3 Corliss v. Bowers, 281 U. S. 376, (1929). 


provision with respect to exemption 
from tax does not apply to separate 
businesses owned by the same individ- 
ual. In such a case, the gross receipts 
of the various units are combined and 
reported as one. If one unit has gross 
receipts of less than $10,000, these are 
not excluded from the return for the 
business operated by the entity as a 
whole. If each business were separately 
incorporated, thus establishing a sepa- 
rate legal entity for each business unit, 
then the $10,000 provision would apply 
to each entity. This situation was the 
subject of a ruling of the Special Dep- 
uty Comptroller dated August 9, 1949. 


Gross Receipts Tax— 
Interstate Commerce 


A recent case*+ decided by the Ap- 
pelate Division of the Supreme Court 
held that a gross receipts tax on pilots’ 
fees was unconstitutional under the in- 
terstate commerce clause. The fees 
were earned for piloting ships engaged 
in interstate and foreign commerce in 
and out of New York Harbor. The 
decision was based upon the United 
States Supreme Court holding in 
Joseph v. Carter & Weeks Co.,> which 
held the gross receipts tax unconstitu- 
tional in the case of receipts of steve- 
dores operating in New York harbor. 
In the Carter & Weeks Co. case, load- 
ing and unloading a vessel was held to 
be an essential part of commerce and, 
hence, stevedoring in connection with 
vessels engaged in foreign and inter- 
state commerce was part of that com- 
merce, and not a local incident. The 
court in the Seeth case says that pilot- 
ing of vessels in foreign and interstate 
commerce is as much a part of com- 
merce as the work of a stevedore, in 
fact even more directly a part of it. 

The City argued that states have the 
power to regulate pilots and, therefore, 
piloting is a part of commerce not regu- 
lated by Congress. The court distin- 


4 Seeth v. Joseph et al., Appellate Division, 1st Dept., December 20, 1949. 


5 330 U. S. 422. 
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guishes between the exercise of a police 
power over pilots, and taxation, which 
has no relation to regulation or police 
power. To sanction a tax on pilots’ fees 
would impose a risk of multiple burdens 
on commerce. 

In recent years, cities have been 
given broad powers of taxation chiefly 
in the field of sales and use taxes and 
gross receipts taxes. The growing bur- 
dens on business make necessary some 
basis of controlling such taxes. The 
interstate commerce clause is one area 
where such taxes may be held within 
reasonable bounds. In the light of the 
liberal interpretation of this clause in 
recent years, this may be but a slender 
reed, but apparently courts are still 
finding the provision effective in re- 
stricting the growing powers of cities 
to tax. 


Tax Liability of Foreign 
Corporations 


A recent decision® of the Superior 
Court of Fulton County, Georgia, high- 
lights the ever-present question of what 
local activities of a foreign corporation 
will give a state valid jurisdiction to 
tax the foreign corporation. In the 
Georgia case an income tax law was in- 
volved. The corporation was a Virginia 
corporation that maintained a sales of- 
fice in Georgia. Orders were solicited 
in Georgia and then transmitted to the 
home office in Virginia for approval. 
The salaries of local employees were 
paid from the home office. The Georgia 
sales office made no collections. The 
court held that the corporation was not 
“doing business” in Georgia and there- 
fore was not subject to the state income 
tax. The Georgia taxing officials con- 
tended that the tax was levied only on 
income from sales made through, from, 
or by offices within Georgia. They also 
allocated to Georgia all sales credited 
to the Georgia office, including sales 
made to customers in other southern 
states, but handled through the Georgia 





6 Redwine v. Dan River Mills, Ine. 
19D:6 


office. The case is being appealed by 
the state to the Georgia Supreme Court. 

Under the New York Franchise Tax 
law, if the only activity of a foreign 
corporation in New York is the solici- 
tation of orders through traveling sales- 
men or a sales office, the orders are 
forwarded to a home office outside the 
state for acceptance, and the merchan- 
dise is shipped by common carrier from 
the factory outside the state direct to 
purchasers, the foreign corporation is 
not deemed to be doing business in 
New York. Its sole activities in New 
York are part of interstate commerce 
and the Corporation is therefore not 
subject to the New York franchise tax. 
(Reg. Art. 141, Example 1.) If the 
foreign corporation maintains a stock 
of merchandise in New York and or- 
ders are filled from its New York stock, 
it is doing business in New York and 
is subject to the franchise tax. 

It is also interesting to note that the 
maintenance of a sales office in New 
York City under the circumstances of 
the Georgia case would subject a for- 
eign corporation to the gross receipts 
tax on an allocated basis. 

As a result of the Dan River Mills 
decision, the Governor of Georgia has 
asked State revenue officials to study a 
possible new formula for taxing foreign 
corporations that maintain offices in 
Georgia. If a city has such a taxing 
power in the case of a gross receipts 
tax, it would seem that a state would 
not find it too difficult to find a basis 
for jurisdiction to tax the foreign cor- 
poration. 


Georgia Plans Some Tax Revision 


The State Auditor of Georgia has 
recommended a tax revision plan for 
the state. Some of the proposals are of 
interest to a tax-conscious state like 
New York. It is proposed to make 
driving licenses free and permanent, 
wiping out annual renewals 

The sales tax of 3% is to be coordi- 
nated with a new individual income tax. 
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Under the new income tax a taxpayer 
will take a flat 40% reduction in tax 
instead of listing deductions, Taxes on 
gasoline are to be reduced from 7¢ to 
6¢ and cigarette taxes from 5¢ to 4¢. 
An automobile license fee of $4.00 is 
proposed for everybody. The corpora- 
tion income tax is fixed at 514% with- 
out deduction for federal income taxes, 
or 614% with such a _ deduction, 
whichever is greater. Some provision 
such as this might be considered by 
our Tax Gommission as a compromise 
to the renewed demand each year that 
our income tax law permit a deduction 
for federal income taxes. 


Some Proposed New York 
State Legislation 


A bill has been introduced in the 
Assembly to exempt from estate tax, 
net estates valued up to $200,000 of 
veterans who died in active service 
between December 7, 1941, and Au- 
gust 30, 1945. The bill further provides 
that where a deceased’s spouse or legal 
representative has paid the tax or inter- 
est and penalties, a full refund is to be 
made. 

A bill has been introduced in the 
Senate providing for the proration of 
the franchise tax under Art. 9A in the 
case of a real estate corporation taxable 
under Sec. 182 that becomes subject to 
tax under Art. 9A during the year. 

Another Senate bill provides for an 
added $1,000 personal exemption for 
all war veterans with at least 90 days 
service. 7 

A Senate bill proposes that the basis 
for determining gain or loss of property 
occupied by the taxpayer as a residence 
shall be the actual cost or purchase 
price, plus improvements, but without 
any adjustment for depreciation. 

An Assembly bill proposes that all 
sums received as special dividend re- 
funds by holders of policies issued by 
the United States be excluded from 
gross income. Under the I.R.C. such 
refunds are to be treated as a return 
of premiums paid, and the state rule is 
similar. 
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Another Assembly bill proposes an 
increase in deductible life insurance 
premiums from $150 to $500 under 
Sec. 360.16. 

An Assembly bill proposes an ex- 
emption of real property from taxation 
where the property is purchased out of 
dividends or refunds received on Na- 
tional Service Life Insurance. 

A bill has been introduced in the 
Assembly providing that the Tax Com- 
mission shall publish all rulings of gen- 
eral public interest relating to alloca- 
tion of income under Sec. 210.8. 

A Senate bill provides that any bonus 
paid to an officer or employee in excess 
of $25,000 shall be disallowed as a de- 
duction in computing entire net income 
for franchise tax purposes. A com- 
panion bill provides for the disallow- 
ance as a deduction of a bonus in excess 
of $25,000 in computing net income and 
net capital gain under the income tax 
law. 

Another Senate bill provides that the 
real property factor in Sec. 250.10 shall 
include property rented to a taxpayer 
except the rental of general executive 
offices. This law is a slight modification 
of the present law, enacted in 1949, 
which provided for the inclusion of all 
rented property in the property alloca- 
tion factor. 

A bill has been introduced in the As- 
sembly providing for the splitting of in- 
come somewhat similar to the federal 
law. This bill provides that on the joint 
return the tax on aggregate net income 
and net capital gain shall be twice the 
amount that would be determined if 
such aggregate net income and net capi- 
tal gain and the applicable deductions 
and exemptions were reduced by one- 
half. 

An Assembly bill proposes that all 
excise taxes whether or not imposed by 
law upon the taxpayer and federal in- 
come taxes shall be allowed as deduc- 
tions under Sec. 360.3. 


Information Reports 


George P. Klein spoke recently be- 
fore the Commerce and Industry Asso- 
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ciation on information reports. The 
purpose of filing form 101 is to relieve 
the employer of any obligation to with- 
hold tax on compensation paid to em- 
plovees. This form is a certification by 
the emplovee that he is a resident of the 
State of New York and no tax need be 
withheld on payments to residents. The 
Tax Commission will assess a tax 
against the employer if he fails to with- 
hold the tax on compensation paid to a 
non-resident. Many employers are un- 
aware that a certificate of residence 
must be filed for all employees, resident 
and non-resident. A certificate of resi- 
dence or non-residence is effective only 
for the calendar year for which it is 
filed (Art. 268). A new certificate is 
required each year. Mr. Klein called 
attention to the fact that the certificates 
filed for federal tax withholding do not 
constitute a certification of residence 
for New York, since there is nothing on 
that form certifying that the employee 
is a resident of the State of New York 
or that the address on that form is the 
New York residence or domicile of the 
employee. If a substitute for the federal 
withholding form is used which in- 
cludes wording that complies exactly 
with Form 101, the Bureau will accept 
such a substitute form. However, such 
a form should be forwarded to the 
Bureau at Albany for approval. 


Mr. Klein noted that many employ- 
ers file form 102 for non-resident em- 
ployees, showing tax withheld, but ad- 
vise that the taxpayers will pay their 
taxes themselves. The Bureau will ac- 
cept information reports 102 without 
payment of the tax, but if the non-resi- 
dent employee fails to pay the tax or 
if he dies and the estate or beneficiary 
fails to pay the tax, the Bureau will 
make immediate demand upon the em- 
ployer to pay the taxes together with 
penalties and interest. 

Mr. Klein 4ndicated that the tax rate 
for 1949 will be 90% of the normal rate 
which includes the bonus tax. 

Form 105 showing compensation 
paid to resident employees is due by 
February 15th. The extension of time 


1950 


to March 1 for filing forms 102 and 
103 does not cover form 105. Form 
105 must be on a tabulating card or on 
a substituted form which, if it is a car- 
bon imprint, must be clear and legible. 

In the preparation of tax returns, 
Mr. Klein cautioned the audience that 
all questions on the return must be 
answered. It is important to show the 
social security number and the correct 
name and address of the taxpayer. The 
Bureau prefers the filing of the forms 
sent to the taxpayer by the income tax 
department, which contain a stenciled 
address. This enables the Department 
to keep the file of a taxpayer in order 
and up-to-date. 


Franchise Tax on Banks 
Acts 9B and 9C 


For franchise tax purposes banks are 
classified separately under articles 9B 
and 9C. In permitting states to tax 
national banks, the United States sets 
certain limitations on the state’s power 
to tax. Section 5219, of the Revised 
Statutes of the United States sets forth 
the limitations. Paragraph (c) of sec- 
tion 5219 provides that in the case of a 
tax measured by net income, the rate of 
tax may not be higher than the rate 
assessed upon mercantile, manufactur- 
ing, and business corporations. The 
Attorney General has recently rendered 
an opinion that the taxes imposed upon 
national banks under Act 9C comply 
with the requirements of section 5219. 
This section of the revised statutes also 
contains a provision that if a state also 
imposes a tax upon income of individu- 
als, dividends from national banking 
associations may be subject to an in- 
dividual income tax, provided that 
dividends from domestic corporations 
are similarly taxed. 

There is also a provision in the State 
Constitution (Act XVI, Sec. 4) that 
there shall be no discrimination in the 
rates and method of taxation of state 
banks and national banks. The Attor- 
ney General has recently rendered an 
opinion that the taxes upon State banks 
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under Act 9B comply with this provi- 
sion in the State Constitution. 


Estate Taxation—Annuities 

Included in Gross Estate 

In Matter of Thomas W. Rhodes,’ 
Surrogate Griffiths was asked to deter- 
mine whether an item was includible 
in the gross estate as an annuity or ex- 
empt as insurance payable to a desig- 
nated beneficiary. Retirement annuities 
were purchased by the decedent from 
an insurance company. The contracts 
provided that if the annuitant died prior 
to the due date of the first annuity pay- 
ment, the insurance company would 
pay a designated beneficiary an amount 
designated a ‘Death Benefit’. The Tax 
Commission contended that the con- 
tracts for the payment of death benefits 
were nothing more than an agreement 
fo return premiums paid with interest 
if the annuitant died before attaining 
the age of 65, and that the insurance 
company took no risk such as it does in 
the case of insurance. The contract was 
not a provision against death, The 
court points out that annuities and in- 
surance are opposites ; insurance looked 
to longevity and annuities to tran- 
siency. 

The court held that it was the estab- 
lished policy of this state to conform 
the provisions of its taxing laws to 
those of the federal laws with respect 
to estate taxes. It therefore held that 
the payments were includible in the 
gross estate as an annuity and not ex- 
empt as insurance in accordance with 
the decision in Helvering v. Le Gierse.8 
It therefore overruled an earlier New 
York decision? which held the other 
way. 


Optional Deduction 

The income tax law provides (Sec. 
360) that a taxpayer may elect to take 
a deduction of ten per cent of his gross 
income or $500, whichever is less, in 


8312 U. S. 531 (1941). 


lieu of all deductions otherwise allowed. 
This deduction is not allowed to a tax- 
payer who files a return for a period 
of less than twelve months because of 
a change of residence or accounting 
period. In the case of a husband and 
wife living together, the deduction is 
limited to ten per cent of the aggregate 
gross income or $500 for both, irre- 
spective of whether they file joint or 
separate returns. If separate returns 
are filed, both spouses must elect to 
take the optional deduction and _ the 
maximum deduction may be taken by 
either spouse or divided between them. 

One of our members poses an inter- 
esting question. If one spouse dies dur- 
ing the year, may the optional deduction 
be taken on the decedent’s final return 
and may the surviving spouse also claim 
a maximum optional deduction of $500. 

Neither the law nor the regulations 
contain anything specific on this point. 
The only guide is the provision in the 
law (Sec. 362) with respect to exemp- 
tions where the status changes during 
the taxable year and the corresponding 
regulation (Art. 209) and the provision 
in sec. 367 with respect to the filing of 
joint and separate returns. 

If a husband and wife live together 
for the entire taxable year, a joint re- 
turn may be filed. Otherwise the 
spouses must file separate returns. If 
one spouse dies during the year a joint 
return may not be filed. (The federal 
law is now different.) The exemption 
on the final return for the decedent is a 
proportional part of the personal ex- 
emption of $2,500 for husband and wife 
plus a proportionate part of the single 
exemption for the balance of the year. 
(This used to be the federal rule.) The 
exemption for the period prior to death 
may be taken for the decedent or by the 
survivor or divided between them. 

If the return of the decedent is con- 
sidered as being for a period of less 
than twelve months, then the optional 
deduction would not be allowed. As- 


7N.Y.L.J., December 23, 1949, p. 1762; Surr. Ct., Westch. Co. 


9 Estate of Milton Ruffel, 280 N. Y. 852 (1937). 
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suming that it would be allowed on the 
decedent’s final return then the surviv- 
ing spouse should likewise be allowed 
the optional deduction. In our opinion, 
the returns filed for the decedent and 
the surviving spouse are not returns of 
husband and wife living together for the 
entire taxable year. They are, there- 
fore, the returns of two separate tax- 
payers and each one is entitled to elect 
the optional deduction. 


Deduction for Life 
Insurance Premiums 


Such premiums are deductible in an 
amount not exceeding $150. A veteran 
who had been paying premiums on his 
National Service Life Insurance policy 
was entitled to an annual deduction 
from gross income to the extent of 
$150. Beginning with the month of 
January, 1950, veterans are receiving 
dividends or refunds on the premiums 
paid in prior years on their National 
Service Life Insurance policies. To 
what extent, if any, are such refunds 
taxable as income? 

Under the I. R. C., so-called divi- 
dends on life insurance policies are con- 
sidered to be a return of premiums paid 
and so are not taxable as income. That 
is also the state rule. How is this treat- 
ment of the refund changed where the 
taxpayer in a prior year had taken a 
deduction for the premium? There is 
no specific ruling on the point. Perhaps 
the principle underlying the treatment 
of recoveries of bad debts is a guide to 
the view the Tax Commission will take 
of these refunds. A recovery of a bad 
debt allowed as a deduction in the 
three-year period preceding the recov- 
ery is excluded from gross income to 
the extent that the deduction in the 
prior year did not result in a reduction 
of tax. Otherwise, the recovery is tax- 
able as income. This is the now familiar 
tax benefit principle. To the extent that 
the deduction for the premium in any 
prior year resulted in a tax benefit, the 
refund in the current year should be 
considered income. 


1950 


In support of the deduction for life 
insurance premiums the Tax Commis- 
sion requires the name and address of 
the insurance company and the amount 
of the premium paid during the year. 
There are some collateral questions that 
the commission will have to decide. If 
a taxpayer paid premiums on National 
Service Insurance policies totaling $250 
each vear, is the refund to be applied 
against the portion of the annual prem- 
ium for which no deduction was al- 
lowed or applied in the ratio that the 
deductible portion bears to the total 
premiums? If the taxpayer took the 
deduction of a premium on some other 
policies, but did not specify the Nation- 
al Service Life Insurance policy the 
refund on the latter policy would prob- 
ably not be taxed as income. If the 
National Life Insurance policy was 
specified but the taxpayer had other 
policies, the premiums on which he 
might have listed for purposes of the 
deduction, the Commission may permit 
the taxpayer to amend the prior year’s 
return if that can be done within the 
statutory period of limitations (three 
years). Otherwise, the refund may be 
treated as income. 


Unincorporated Business Tax 

In the March issue of New York 
State Tax Clinic the rate of tax was 
stated as 4% (page 170). The 1950 
legislature amended Section 386(a) by 
continuing the 3% rate that has now 
been in effect for a number of years. 
The 3% rate will apply to all unincor- 
porated businesses for the calendar year 
1949 and for fiscal years ending in 
1950. In 1947 the legislature made the 
4% tax rate permanent, but each year 
since then the legislature has reduced 
the rate. The note in the Tax Clinic 
was written before the 1950 legislature 
had amended the law. 

On page 170 of the March issue of 
the New York State Tax Clinic a ref- 
erence was made to Article 16A. This 
was followed by the words ‘income tax’. 
The latter of course should have been 
unincorporated business tax. 


(Con‘inszed on page 249) 
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Conducted by Louts H. Rappaport, C.P.A. 


Independence of Certifying 
Public Accountants 


(Part I) 


In recognition of its functions under 
the statutes which it administers, the 
Securities and Exchange Commission 
has emphasized in several of its deci- 
sions and regulations the importance of 
complete independence on the part of 
public accountants who practice before 
the Commission, In Regulation S-X, 
for example, the Commission ruled as 
follows: 


Rule 2.01—Qualifications of Accountants. 

(a) The Commission will not recognize 
any person as a certified public accountant 
who is not duly registered and in good 
standing as such under the laws of the 
place of his residence or principal office. 
The Commission will not recognize any 
person as a public accountant who is not 
in good standing and entitled to practice 
as such under the laws of the place of his 
residence or principal office. 


(b) The Commission will not recognize 
any certified public accountant or public 
accountant as independent who is not in 
fact independent. For example, an account- 
ant will not be considered independent with 
respect to any person in whom he has any 
substantial interest, direct or indirect, or 
with whom he is, or was during the period 
of report, connected as a promoter, under- 
writer, voting trustee, director, officer, or 
employee. 


(c) In determining whether an account- 
ant is in fact independent with respect to 
a particular registrant, the Commission wil! 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross. Bros. & Montgomery, 
C.P.A’s., and is also a member of 
the American Institute of Account- 
ants and of the American Account- 
ing Association. 
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give appropriate consideration to all rele- 
vant circumstances including evidence bear- 
ing on all relationships between the ac- 
countant and that registrant, and will not 
confine itself to the relationships existing 
in connection with the filing of reports with 
the Commission. 


The S.E.C. is in a strong position to 
enforce its views respecting the qualifi- 
cations of accountants who certify 
financial statements for filing with the 
Commission. Under Rule II(e) of its 
Rules of Practice: 


The Commission may disqualify, and 
deny, temporarily or permanently, the 
privilege of appearing or practicing before 
it in any way to any person who is found 
by the Commission after hearing in the 
matter 

(1) Not to possess the requisite quali- 

fications to represent others; or 

(2) To be lacking in character or in- 

tegrity or to have engaged in un- 
ethical or improper professional 
conduct. 


In elaboration of the term “substan- 
tial interest” quoted above, certain 
rulings of the Commission are of inter- 
est. The Commission has ruled that a 
firm of public accountants, one member 
of which owned stock in a corporation 
contemplating registration, was not in- 
dependent for the purpose of certifying 
the financial statements of such corpora- 
tion and based its decision on the fact 
that the value of such stock holdings 
was substantial and constituted more 
than 1 per cent of the partner’s personal 
fortune (Accounting Series Release 
No. 2). 


The Commission also stated its opin- 
ion concerning the independence of 
public accountants who have indemnity 
agreements with registrants. The ques- 
tion arose in connection with financial 
statements filed with the Commission 
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where the registrant had agreed to 
indemnify the certifying accountant 
from all losses and liabilities arising out 
of his certification to which the account- 
ant might become subject under the 
1933 Act or at common law, other than 
for willful misstatements or omissions. 
The Commission took the position that 
the existence of such an agreement re- 
moves or greatly weakens one of the 
major stimuli to objective and unbiased 
consideratioas of the problems en- 
countered in a particular auditing 
engagement (Accounting Series Re- 
lease No. 22). 

In addition to numerous formal rul- 
ings involving independence of public 
accountants, the Commssion has made 
a number of informal rulings, and in 
1944 published a compilation of 20 
cases in which it was held that a certify- 
ing accountant was not independent 
with respect to a particular company. 
These cases appear in the Commission’s 


Accounting Series Release No. 47; two 
of them follow: 


4. An accountant had loaned $5, 000 to a 
registrant. A business associate of the ac- 
countant had loaned an additional $15,000 
to the registrant. These loans bore interest 
and were secured by a 2% percent share 
in the net profits of the registrant. A son 
of the accountant was an officer of the 
registrant. Held, the accountant could not 
be considered independent for the purpose 
of certifying the financial statements of the 
registrant. 


5. An accountant had for some time 
endeavored to persuade a department store 
that was his client to add a new department 
to its business. The registrant finally 
agreed to set up the department provided 
the accountant would finance the cost there- 
of. The accountant advanced the necéssary 
funds and the department proved success- 
ful. The new department contributed less 
than 5 percent of the total revenues of the 
registrant. Held, the accountant could not 
be considered independent for the purpose 
of certifying the financial statements of the 
registrant. 


Other cases will appear in our next 
issue. 


OW 


AN ADIRONDACK VIEW 


CPITFO. Well, we wish we knew all the answers—that is the right ones. Once upon 
a time, back in the twenties, we took the CPA examinations. Afcer m:any weeks we 
got a happily-received letter informing us that we had become Certified Public 
Accountant #617 of the Commonwealth of Massachusetts. As such we knew that our 





place in society was to help business organizations with their accounting so that their 
accounting systems would develop the most factual figures possible. These figures were 
for use in credit statements, statements to owners and stockholders, tax returns, and 
statements used for guidance in the management of the business. Yes, sir, I had become 
a really professional public ACCOUNTANT. 


Then came the thirties. Some of the boys from the big city were auditing a drug 
company. They slipped on some salve and took a header into an empty pit of raw 
material inventory. Then things happened. Our conferences, our meetings, our 
magazines all turned to auditing. Short forms, long forms, standard forms, standard 
procedures, tests as deemed appropriate, opinions, etc. became the lingo of the day. 
The letters CPA changed their meaning, and I became a certified public AUDITOR. 

And now comes the dawn? No, the sun does not rise; it’s the U. S. income tax 
rates that mount into the sky. Every time a client draws his business breath he must 
consider the tax connotations. We have changed again; our meetings and our 
magazines are saturated with income taxes. Taxes at the right, at the left, behind, 
ahead, above, below. Now I am a CPITFO—a certified public income tax figure-outer. 


What will we be in 1960? 
Leonarp HouGuton, CPA 


Saranac Lake “Division”, 
of the Adirondack “Chapter”. 
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The Shoptalkers 








Conducted by Lewts Gtutck, C.P.A. 


I’d like to talk about a group of men 
who are really being taxed, often un- 
fairly. The very nature of the salesman 
(that is a successful one) is that of the 
extrovert. They hate record keeping. 
They hate it so much that they'd rather 
pay than have to keep accurate ac- 
counts, I knew one company which re- 
tained the services of a superannuated 
clerk at full pay, for the sole reason that 
she alone could interpret the orders 
which some of the crack salesmen sent 
in. Orders, mind you, on which their 
commissions depended, so badly writ- 
ten that shipments could not be made 
until “translated.” Not taxes or ex- 
pense accounts, but orders! And I once 
audited books for a sales manager who 
believed that the firm had underpaid 
him on his over-riding commission by 
about $1,200; and when we were fin- 
ished it turned out to be $30,000. That 
last is extreme, but typical of the spe- 
cies. Naturally, they take an awful beat- 
ing tax-wise. 

It is against the nature of a salesman 
to keep track of entertainment ex- 
penses. The purpose of entertainment 
is to win customers. Loss of face would 
certainly follow any attempt to get re- 
ceipts for restaurant chits and similar 
legitimate entertainment expenses. 





Lewis Gtuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the East. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns. We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 


sions. 
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Then, three years later, a revenue agent 
comes around, demands proof, and lets 
only part of the claimed expenses pass. 
What is reasonable to the “revenooer”’, 
who is not allowed to entertain or ac- 
cept entertainment, is not necessarily 
the same to a really high-power sales- 
man. Endless bickerings arise, which 
rarely come to court. The salesman 
just can't spare the time to contest a 
case, even if he can pay the fees which 
good tax counsel earn. He’s got to get 
out and sell. So he pays up, growls bit- 
terly, and goes along without changing 
his habits. 

Now it is generally accepted that 
salesmen were careless with expense 
accounts long before the 16th amend- 
ment. No doubt about it, revenue 
agents are justified in scanning their 
deductions critically. My point is that 
they go too far in too many cases. I 
recall one in which a client, who was 
in the 50% brackets (pre-war), and 
who claimed a deduction for $10,000 of 
entertainment expenses. He did a real- 
ly terrific business in a highly competi- 
tive line. His deduction might have 
been less than his actual costs, But what 
did the agent allow him? 30¢ on the 
dollar. And what did the salesman do? 
Paid it. Put on a little more pressure, 
made a few more sales and recovered 
the assessment. But it really wasn’t 
fair. 

Just how to solve the problem is diffi- 
cult for me to say. But I do have a few 
ideas which I pass on to our readers, 
and through them, I hope, to their 
clients and Congressmen. One would 
be a flat, “‘standard” deduction rate for 
travel and entertainment. Some might 
gain, some might lose, as compared to 
the “actual” deductions now allowed by 
section 23(a). But it would save a lot 
of bickering. And another would be for 
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The Shoptalkers 


the numerous salesmen's associations to 
make a scientific study of the whole 
subject, and arrive at some standards 
which the taxpayer could use as a 
guide, and the agents would have to re- 
spect. Bulletin F does not prescribe 
depreciation rates; it merely serves as 
a most useful guide to them. Some- 
thing similar for salesmen’s costs could 
be worked out. At the present time, I 
read in the New York Times that sev- 
eral groups of salesmen have banded 
together to get better social security 
coverage. Why can’t they do the same 
for income tax? 


Of course, the most desirable thing 
would be to educate the salesmen to 
keep more, and more accurate, records. 
I regard that as the nearest thing to 
impossible. Try to keep a healthy cat 
from chasing a mouse; or a dog from 
chasing the cat! A salesman wants 
orders; never mind the expense. But 
some progress might be made along 
those lines. For example, not once have 
| ever been asked by a company to give 
a talk to its salesmen and point out the 
tax pitfalls. Asked! That’s a joke. I 


begged one client once for the oppor- 
tunity, and was laughed at for my pains. 

In most parts of these United States, 
accountants spend a couple of weeks 
cleaning up arrears of auditing after 
March 15th, and then hie off for an 
Easter vacation. Not in Miami. The 
Tax Court holds its annual session for 
South Florida beginning Easter week. 
The Shoptalker expects to be in on sev- 
eral cases. His name will not appear 
in the record; he may not even appear 
in the courtroom. He'll be doing what 
he enjoys; helping the attorneys in the 
way he can help them. In one of the 
cases coming up, entertainment expense 
is the biggest item in dispute. In the 
petition which the lawyer drew up a 
year ago he made the very point men- 
tioned a few paragraphs back, about 
loss of face, and this additional point: 
“But for the expenditure of these sums 
for winning and retaining the goodwill 
of customers, there would not be $.... 
thousands of gross income to report and 
be taxed.” 

Next month I'll have Oldtimer & Co. 
back with some dialogue. But this is 
the best I can do on March 13th. 


/ 


New York State Tax Clinic 


(Continued from page 245) 


Correction 


In the note on Net Capital Gain Tax 
(New York State Tax Clinic, March 
issue, pages 169 and 170) the last para- 
graph should read as follows: 
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The state law does not allow a de- 
duction for an operating loss carry-over 
or carry-back sustained in a business 
either against ordinary income or as a 
capital loss. 
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FIFTEENTH ANNUAL 


REPORT 


of the 


SECURITIES 


AND EXCHANGE 


COMMISSION 


(Fiscal Year Ended June 30, 1949) 


_ Section Dealing With the 
Activities of the Commission in Accounting and Auditing 


Successive reports of the Commission have 
called attention to the fact that the detailed 
provisions of the several acts administered by 
the Commission recognize the importance of 
adequate financial statements and their certifi- 
cation by independent public accountants in 
ensuring the availability of information nec- 
essary for the protection of investors and in 
the conduct of the Commission’s work under 
the acts. These acts grant the Commission 
broad authority to prescribe, among other 
matters, the form and content of financial 
statements required to be filed by registrants 
subject to the Securities Act of 1933 and the 
Securities Exchange Act of 1934, to prescribe 
uniform systems of accounts for registrants 
subject to the Public Utility Holding Com- 
pany Act of 1935, and to provide for a rea 
sonable degree of uniformity in accounting 
policies and principles to be followed by reg- 
istered investment companies in maintaining 
their accounting records and in preparing 
financial statements required by the Invest- 
ment Company Act of 1940. Acting under 
this authority the Commission has prescribed 
uniform systems of accounts for certain public 
utility holding companies and for public util- 
ity mutual and subsidiary service companies. 
The principal accounting requirements pre- 
scribed under the acts of "1933, 1934, and 1940 
are set forth in regulation S-X, which gov- 
erns the form and content of most financial 
statements filed under these acts. In addition, 
under the Securities Exchange Act, rules 
have been adopted governing record keeping, 
financial reporting, and the auditing of the 
—— of exchange members, brokers, and 
dealers. 


Part X of the Commission's tenth annual 
report described the development of the Com- 
mission’s accounting requirements and noted 
that in this process much assistance was 
found in the experience and counsel of the 
accounting staffs of companies subject to our 
jurisdiction and professional associations of 
accountants and individual accountants. Co- 
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operating committees from these sources and 
other governmental agencies having similar 
problems of accounting, auditing and stand- 
ards of professional conduct were particularly 
active during this formative period. Persons 
familiar with the problems of accounting and 
financial reporting realize that such matters 
are not governed by a completely integrated 
body of accounting principles and a detailed 
statement of auditing procedures despite nota- 
ble progress in these fields reflected in pub- 
lications by such groups as the American 
Accounting Association and the American In- 
stitute of Accountants, the National Associa- 
tion of Railroad and Utilities Commissioners 
and by this Commission and other govern- 
mental agencies. 


Examination of Financial Statements 


Assurance that generally accepted account- 
ing principles and standards of auditing 
(where certified financial statements are re- 
quired) are observed is basic in many of the 
Commission’s activities under all of the acts 
and in all of the major operating divisions of 
the Commission. Such assurance is sought 
through the activities of the Commission’s 
accounting staff which is so organized as to 
permit expeditious handling of accounting 
work and to ensure uniformity of treatment 
of the problems that arise in the work of all 
the divisions. A substantial part of this work 
involves the examination of the financial 
statements and other accounting data in- 
cluded in material filed with the Commission. 
Questions raised ordinarily are brought to 
the attention of the registrant by letter. Solu- 
tions may then be reached by conference or 
correspondence. The solution may be the 
satisfaction of the staff with the material as 
filed or the filing of amendments to comply 
with our rules and regulations; very rarely 
is resort taken to a formal proceeding to 
resolve a conflict in views. 

It should be noted that members of the 
Commission’s accounting staff are always 
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available to advise prospective registrants and 

their accountants, in conference or by cor- 
respondence prior to filing, with respect to 
interpretation and application of the Commis- 
sion’s accounting requirements to particular 
situations. Valuable time and expense may 
be saved by this procedure when unique prob- 
lems are recognized or where registrants and 
certifying accountants are without previous 
experience with Commission procedures. 


Public Discussion of Accounting Problems 


Some indication of the influence of the 
Commission’s work in accounting is found in 
the numerous inquiries on accounting sub- 
jects received from companies and account- 
ants not subject to our jurisdiction. Inquiries 
also include requests from teachers and stu- 
dents of accounting for assistance in research 
projects and for copies of Accounting Series 
releases and regulations for use in college 
classes in accounting and auditing. A singular 
request of this type warrants specific com- 
ment here. Recognizing a professional obli- 
gation to public accountants who participated 
actively in the war, the American institute of 
Accountants prepared a refresher course for 
public accountants. This course, published in 
1945 under the title “Contemporary Account- 
ing.” covered developmerits during the war 
in the various fields of accounting and audit- 
ing. The Commission made a contribution to 
this work in the form of a chapter on “Re- 
auirements of thie Securities and Exchange 
Commission” prepared by the then chief ac- 
countant and a memher of his staff. Believing 
that such public discussion of the Commis- 
sion’s work in accounting is helpful to pres- 
ent and prospective registrants and to their 
accountants, members of the Commission and 
the chief accountant have accepted invitations 
to appear at accounting conferences and 
meetings of various accounting organizations 
on numerous occasions. Such occasions afford 
an excellent opportunity to discuss current 
trends in the development of accounting prin- 
ciples, auditing standards, financial reporting 
practices and professional ethics in account- 
ing. Comments received assist materially in 
the continuous reappraisal of our accounting 
rules and regulations and in their administra- 
tion. 

A review of the Commission’s annual re- 
ports for the fiscal years ended June 30, 1945, 
1946, 1947, and 1948 and of the papers re- 
ferred to in the preceding paragraph reveal 
that the following topics have been considered 
during the 5-year period: historical versus 
earning power concept of the income state- 
ment; relation between financial and tax ac- 
counting practices; corporate consolidations, 
reorganizations and mergers ; termination and 
renegotiation of war contracts ; war and post- 
war reserves; charges and credits to earned 
surplus (a problem under almost continuous 
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discussion) ; reporting of so-called “tax sav- 
ings” or “charges in lieu of taxes’; account- 
ing for emergency war facilities; the single 
step income statement; the statement of finan- 
cial position versus the orthodox form of bal- 
ance sheet; public utility depreciation ; em- 
ployees’ pensions; inventory reserves for fu- 
ture price declines ; depreciation and current 
price levels ; development of new terminology 
for reserves and surplus; improvements in 
form of financial statements ; problems arising 
from the use of the “lifo’ (last-in first-out) 
method of inventory valuation; and buy-sell- 
lease financing. A mere listing of these items 
is sufficient to emphasize the cyclical char- 
acter of some of the persistent accounting 
problems and the influence of the closing year 
of the war and reconversion period. 

Some of the problems created by the war 
(such as reserves for reconversion) were 
relatively short lived and were disposed of to 
a large extent during the 5-year period under 
review. The varying accounting treatments 
given to emergency war facilities have had a 
more lingering influence. Where the emer- 
gency facilities were used only during the war 
period and could not be converted to peacetime 
use, the accelerated amortization applied ap- 
pears to have been appropriate accounting. 
Where. however, war plants were written off 
but converted to peacetime use with full effi- 
ciency, the post war years benefit from the 
use of the property without the burden of a 
depreciation charge. Where postwar use of 
the properties was anticipated and normal 
depreciation rates were used for accounting 
purposes although full emergency facility 
amortization was claimed during the war pe- 
riod for tax purposes, the postwar period 
bears a depreciation charge from which no 
tax benefit is derived. Further accounting 
complications developed in both of these situ- 
ations when postwar plant additions were 
made at excessive construction costs. It is 
clear that in this postwar period both intra- 
industry and interindustry comparisons of 
financial results are seriously affected by these 
differences in accounting treatment of plant 
costs. Full disclosure of the methods em- 
ployed in accounting for fully depreciated 
assets (whether prewar, war emergency or 
postwar) and postwar additions is essential 
in the absence of uniform treatment through- 
out industry. These prob!ems have not proven 
as simple as many commentators on the sub- 
ject have suggested. In any case, the Com- 
mission has given serious consideration to 
these problems as subsequent paragraphs will 
disclose. 


Revisions of Regulation S-X and Forms 


Regulation S-X, the Commission's principal 
accounting regulation under the Securities 
Act of 1933, the Securities Exchange Act of 
1934 and the Investment Company Act of 
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1940, was adopted in 1940. In addition to 
minor technical changes and the recognition 
of certain temporary conditions growing out 
of the war, two major changes were made in 
this regulation during the period under re- 
view. After approximately 5 years’ experi- 
ence in examining financial statements of 
management investment companies filed pur- 
suant to the accounting requirements laid 
down in article 6 of the regulation, a com- 
plete revision was proposed and submitted to 
interested parties for comment. Extensive 
comments were received and carefully consid- 
ered and a formal public conference was held 
following which remaining problems were 
discussed with representatives of the industry. 
The revised article 6 in effect since 1946 has 
resulted in substantial uniformity in the ac- 
counting practices of the companies affected 
and in more informative and useful financial 
statements for investors. 

A corresponding accounting regulation for 
face-amount certificate companies was pro- 
posed last vear as article 68.22 This proposal 
is still under discussion with persons who 
will be governed by its provisions. 

The most recent change in regulation S-X 
is the inclusion of a new article 5-A23 re- 
ferred to in last year’s report and adopted 
early in this fiscal year. This new article pro- 
vides for simplified financial statements for 
commercial, industrial and mining companies 
in the promotional, exploratory or develop- 
ment stage previously provided for only in 
Securities Act registration forms for these 
companies, extending the use of such simpli- 
fied statements to applications for registration 
on Form 10 and to annual reports on Forms 
10-K and 1-MD under the Securities Ex- 
change Act for companies of the type indi- 
cated. 

In previous reports and elsewhere in this 
report comment may be found as to revision 
of forms and the elimination of those found 
to be obsolete. In addition to the program of 
revision of the forms most widely used, regu- 
lation S-X is undergoing a thorough reap- 
praisal with a view to the elimination of 
obsolete material and the incorporation of 
provisions relating to accounting terminology 
and financial statement disclosure developed 
in the last few years. This program is a 
major undertaking and will require careful 
consideration of a number of controversial 
and complex problems involving accounting 
principles and auditing standards, as well as 
the form and content of financial statements. 

Incidental to the above program the Com 
mission has received suggestions to the effect 
that financial statements contained in pub- 
lished reports to stockholders should be ac- 
cepted in lieu of the financial statements re- 





quired by certain of our forms. Apparently 
those making these suggestions have over- 
looked the fact that a similar previous sug- 
gestion was adopted in amendments to Form 
10-K for commercial, industrial and utility 
companies and to Form N-30A-1 for invest- 
ment companies. Accounting Series Release 
No. 41 adopted December 22, 1942, dealt with 
the accounting aspects of these amendments. 

Briefly, the amendments permit companies to 
file copies of their regular annual reports to 
stockholders in place of certain of the finan- 
cial statements required to be filed by such 
forms, if the financial statements included in 
the annual report to stockholders substantially 

conform to the requirements of regulation 
S-X. The release discusses in some detail the 
interpretation to be giv en to the words “sub- 
stantially conform.” Despite this provision 
intended to simplify compliance as w ell as to 
encourage high standards in financial state- 

ments furnished to stockholders, only a few 
registrants have taken advantage of this rule. 

The requirements of rule X-13A-13 and 

Form 8-K for the filing with the Commission 
of a quarterly report of sales may also be 
satisfied by the filing in lieu thereof of a copy 
of the published report to stockholders pro- 
vided such report contains as a minimum the 
total amount of gross sales less discounts, 
returns and allowances, and operating rev- 
enues. Although a representative list of cor- 
porations has taken advantage of this per- 
mission, the use of the alternative has not 
been as widespread as was expected. 


Review of Commission Decisions 


Reports for the past 4 years have contained 
detailed consideration of Commission deci- 
sions involving points of accounting and 
auditing of particular interest to accountants. 
A brief summary will indicate the nature ot 
the problems encountered. 

The close of the war and reconversion to 
peacetime activity and expansion in industry 
produced several cases in which inventories 
were found to be overstated due to over- 
optimism, improper accounting methods or 
other causes.24 A number of similar cases 
were observed and corrected as a result of 
the Commission’s regular examining proce- 
dure and without formal Commission action 
or published opinion. In one of the published 
cases in which the misleading financial state- 
ments had been certified by independent public 
accountants, the Commission deemed it nec- 
essary, by a separate action, to inquire into 
the auditing procedures followed by the ac- 
countants and into other circumstances hav- 
ing a bearing upon the failure to detect the 
substantial overvaluation of the inventories 


2 Accounting Series release No. 63, (1947). 
23 Accounting Series release No. 66 (1948). 
24 For example, see Securities Act releases Nos. 


3255 (1947) and 3277 (1947). 
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in question. In this proceeding the account- 
ants stipulated that the statements of fact and 
conclusions based thereon in the Commission’s 
published report might be considered as evi- 
dence. While the hearing officer found all of 
the parties at fault in some degree, the Com- 
mission adopted his recommendation that in 
view of the remedial measures taken by the 
accounting firm to strengthen its control pro- 
cedures, and, further, in view of the prior 
adverse publicity and certain mitigating cir- 
cumstances, the proceedings should be dis- 
missed with the recommendation that the pub- 
lic, and particularly the accounting profes- 
sion, be informed that when a firm of public 
accountants permits a report or certificate to 
be executed in its name the Commission will 
hold such firm fully accountable. This was 
done by publication of the findings of the 
hearing examiner.25 The following comment 
on this opinion is quoted from the June 1949 
number of The New York Certified Public 
Accountant: “The tenor of the opinion is far 
more important to accountants generally than 
is the result reached on the specific facts, 
since the admonitions included a strong in- 
vitation to all practitioners to review their 
existing organizational procedures and prac- 
tices, and where indicated to take appropriate 
remedial measures.” It is believed that the 
opinion has had this beneficial effect and will 
help to strengthen the protection which cer- 
tification of financial statements by independ- 
ent public accountants is intended to afford 
to investors. 

A second class of cases involving account- 
ing which has led to Commission opinions 
during the past five years arose in connection 
with promotional enterprises. These cases 
usually reveal failures to disclose significant 
information concerning the relationship of the 
promoters to the enterprise, omission of lia- 
bilities from the balance sheets, overstate- 
ment or improper description of assets and 
inappropriate and misleading accountants’ 
certificates.26 A situation of this kind briefly 
described in the Thirteenth Annual Report27 
resulted in a proceeding under rule II (e) 
of the Commission’s Rules of Practice as a 
result of which the firm of certified public 
accountants and the partner in charge of the 
engagement were found to have engaged in 
improper professional conduct under our 
rules. Briefly, the partner in question attached 
the firm’s certificate to a balance sheet which 
contained certain misstatements of assets and 
liabilities, including the improper showing 





25 Accounting Series release No. 67 (1949). 
Act releases Nos. 3151 (1946), 3236 (1947), 3197 (1947), 3110 (1946) 


26 See Securities 
and 3267 (1947). 
27 P. 13, Health Institute, Inc. 


28 Accounting Series release No. 68 (1949). 
Exchange Act releases Nos. 


29 Securities 
releases Nos. 302 (1945) and 333 (1946). 
30 See editorial, “A Warning to 
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Auditors,” 


among the assets of a leasehold at $100,000, 
an amount equal to the par value of the com- 
mon stock issued therefor, when it was ad- 
mitted that this amount was an overstatement. 
The opinion concluded “that it was improper 
to indicate that the stock had been issued at 
its full par value, whereas, in fact, it had 
been issued at a discount.” The accountants’ 
certificate was held to be false and misleading 
in that it was couched in terms which implied 
the existence of an accounting system and 
accounting records when in fact there were 
no books of account, no accounting system 
and no accounting records other than a few 
vouchers and rough notes in the certifying 
accountants’ own files. In addition, it was 
found that the partner, and therefore the firm, 
was not independent as represented and re- 
quired by the Securities Act of 1933 because 
the partner had become so enmeshed in the 
promotion of the enterprise that he was in 
reality a promoter rather than an independ- 
ent certified public accountant.?8 

A third class of cases revealed situations 
in which inadequate or misleading financial 
statements were employed to assist the man- 
agement in a program of acquiring the com- 
pany’s securities at less than their fair value.29 

A fourth group of accounting cases arises 
in the administration of the rules governing 
securities brokers and dealers. Difficulties 
were encountered in this field of regulation 
largely because of the large number of small 
firms and the fact that many of the required 
audits were performed by accountants un- 
familiar with the Commission’s requirements 
and apparently not well trained in the im- 
proved procedures of brokerage auditing 
practice. Leaders in the accounting profes- 
sion have aided in our efforts to improve the 
quality of broker-dealer audits and reports.3° 
In addition the Commission’s staff, through 
correspondence and direct contact by regional 
office representatives, has devoted consider- 
able time to explaining to brokers and dealers 
and their accountants the reporting auditing 
requirements of the pertinent rule X-17A-5 
and Form X-17A-5, which have been in effect 
since 1943, where it was apparent that inex- 
perience rather than deliberate evasion was 
the cause of the unsatisfactory reports filed. 
Nevertheless, our investigations not infre- 
quently disclose failure to keep proper books 
and records specified under rule X-17A-3 and 
willful violation of our reporting require- 
ments referred to above. A case of this kind 
which resulted in disciplinary action against 


3822 (1946) and 3716 (1945); Litigation 
The Journal of Accountancy, June 1946. 
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the certifying public accountants was de- 
scribed in last year’s report.31 Two cases 
reported in Commission opinions this year 
resulting in withdrawal or revocation of 
broker-dealer registrations did not involve 
public accountants.32_ Other cases reviewed 
in past reports during this period are cited in 
the margin.33 


Current Problems in 
Accounting and Auditing 


In a preceding paragraph several represen- 
tative accounting problems considered in the 
past five years were mentioned. Detailed re- 
consideration of those matters which have 
been discussed at some length in prior years’ 
reports would not appear to be necessary 
here. However, changing business conditions 
not only create new problems in accounting, 
but often call for reexamination of old 
problems. 

A persistent problem in reporting has been 
that of reflecting possible adverse business 
developments in the future. Accounting de- 
vices used include the creation of general 
purpose contingency reserves and reserves 
designated for special purposes such as pos- 
sible future price declines in inventories and 
for replacement of plant assets in periods of 
higher price levels. As stated in our four- 
teenth annual report, administrative policy 
on this question has been that provisions of 
this type should be reflected as appropriations 
of surplus and should be reported in the 
surplus statement rather than on the profit 
and loss statement. This view encountered 
resistance from certain registrants and their 
accountants due in part to the equivocal posi- 
tion taken in several research bulletins issued 
by the Committee on Accounting Procedure 
of the American Institute of Accountants and 
to which position our chief accountant had 
taken exception. As indicated in our last re- 
port, the Institute committee recognized that 
considerable confusion in the reporting of 
operating results was created by the optional 
reporting methods permitted under their bul- 
letins and sought to remedy the situation by 
the adoption of a new bulletin34 in which the 
option permitting appropriation from net in- 
come was withdrawn. 

Minority dissents to the bulletin and devel- 
opments in practice since its publication indi- 
cate that its subject matter is still controver- 


31 
(1945) 
326 
33S 
3982 (1947). 

34 Accounting Research 
35 See “Depreciation and High Costs,” 
Institute of 


sial. However, the majority view of tine com- 


mittee reflects a policy, consistent with that 
of the Commission, that the income st?tement 


should show net income for the period with- 
out additions or deductions of items which 
are properly excluded from the determination 
of net income such as the types of provisions 
for future events mentioned above. This 
policy is reflected in rule 5-03-16 of regula- 
tion S-X which provides that the final caption 
on profit and loss or income statements shall 
be Net Income or Loss. 

Mentioned in last year’s report was an ex- 
ample of the application of the replacement 
theory of depreciation as compared to the 
generally accepted accounting concept that 
depreciation is the amortization of the cost 
of fixed assets over their anticipated useful 
lives. A small number of registrants applied 
some departure from the accepted principle 
in reports filed with the Commission during 
the year. Exception was taken in ail of these 
cases, and conferences, in which representa- 
tives of registrants, the Commission and the 
staff participated, were held to consider the 
general question and its applicati m in par- 
ticular cases. The conciusion reached was 
that depreciation charges in financial state- 
ments filed with the Commission should con- 
tinue to be based upon cosi. Revisions of 
financial statements on file have been made 
in accordance with this conclusion. [n some 
cases accounting recognition has been a i 
to the high rates of production enjoyed i 
postwar years by accelerating deprec ‘silo 
charges in periods during which productive 
capacity was used in excess of normal aver- 
age production over a representative period 
of years. Similarly, the amortization of plant 
costs incurred to capture a temporarily ex- 
panded demand was deemed to comply with 
the generally applicable accounting principle 
of matching costs with revenues. In such 
cases a clear explanation of the circumstances 
justifying the early amortization of costs has 
been obtained. The policy adopted hy the 
Commission is consistent with that adopted 
by representative professional accounting 
groups in this country35 and in Great 
Britain.36 

In the Commission’s thirteenth annual re- 
port attention was called to the practice of 
accepting, prior to that time, accountants’ 
certificates accompanying financial statements 
of public utility companies in which the ac- 


Accounting Series release No. 59 (1947). See also Accounting series release No. 51 


Securities E xchange Act releases Nos. 4138 (1948) and 4265 (1949). 
ecurities Exchange Act releases Nos. 3593 (1944), 3716 (1945), 3772 (1946), and 


3ulletin No. 35, October 1948. ; 
Accounting Research Bulletin No. 33, American 
Accountants, December 1947, reaffirmed October 14, 1948, in a memorandum of 


the Committee on Accounting Procedure addressed to members of the Institute. 
36 For a brief consideration of the subject citing American and British views see The 
Canadian Chartered Accountant, July 1949, p .21. 
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countants avoided expression of an opinion 
with respect to the adequacy of the provision 
and the reserve for depreciation. Since that 
time Commission policy has been to require 
that in the event of inadequacy of either the 
provision or the reserve the accountant must 
make clear his position as to both. A related 
problem is the proper disclosure of the reserve 
for depreciation in the balance sheet. Because 
of a custom of long standing in the utility 
industry pursuant to which such reserves 
were shown grouped with other reserves on 
the liability side of the balance sheet in ac- 
cordance with prescribed uniform systems of 
accounts adopted by the various federal and 
state regulatory bodies, this Commission’s 
regulation S-X which prescribes the form and 
content of financial statements to be filed un- 
der the acts contains, for such companies, an 
exception to the general rule that valuation 
and qualifying reserves shall be shown sepa- 
rately in the statements as deductions from 
the specific assets to which they apply. How- 
ever, the general rule has had wide accept- 
ance among accountants for many years and 
it would appear that it should now he applied 
to public utility companies since the uniform 
system of accounts promulgated by the Na- 
tional Association of Railroad and Utilities 
Commissioners now permits, but does not re- 
quire, the deduction of reserves for deprecia- 
tion, depletion and amortization from the 
related asset accounts on the balance sheet. 
Some states and the Federal Power Com- 
mission, the Interstate Commerce Commis- 
sion and the Civil Aeronautics Board, adopted 
this treatment of the reserve as a require- 
ment. A requirement to this effect is being 
considered in connection with the amendment 
of regulation S-X now in process. 

The use of the word “reserve” in the fore- 
going discussion prompts a reference to a 
movement in accounting circles which should 
have the support of all concerned. There has 
been much lay criticism of certain technica! 
terms used in accounting. Two terms that 
have received the brunt of the attack are 

“reserve” and “surplus.” The accounting 
staff has discussed the matter with represen- 
tatives of the accounting profession and in 
response to specific inquiries has indicated 
that there is no barrier in the Commission’s 
present accounting requirements to the adop- 
tion of properly descriptive substitute termi- 
nology in financial statements filed with the 
Commission. In addition, the chief account- 
ant of the Commission has publicly endorsed 
the movement. A recent review of a number 
of reports to stockholders indicates a grow- 
ing acceptance of these proposals to adopt 
new terminology intended to be more illu- 
minating. 

Briefly, it is proposed to restrict the term 
“reserve” to appropriations of surplus which 
should be shown as part of the stockholders’ 
equity in the balance sheet. The term would 
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not be used to designate accounts properly 
classified as liabilities or as deductions from 
assets. Clear-cut distinctions are difficult in 
some cases but substantial improvements have 
been made in financial statements filed with 
the Commission. 

Some large corporations have approached 
the abandonment of the term “surplus” with 
caution, adopting the device of using both the 
old and new terms, showing one or the other 
in parentheses. New terms found in published 
reports include “net income retained for use 
in the business,” “profit employed in the busi- 
ness,” “income retained in the business,” “net 
earnings retained for use in the business,” 

“accumulated ear nings—in use in the husi- 
ness,” “reinvestment of profits,” and “earn- 
ings employed in the business.” Corporate 
financial history in many individual cases will 
present complications which will require spe- 
cial disclosure. A common example is the 
situation in which earnings have been capital- 
ized by the payment of stock dividends or by 
an increase in the stated value of any class 
of outstanding shares. Consideration must 
also be given to the proper presentation of 
appropriations from surplus to create reserves 
or to indicate restrictions on surplus from a 

variety of causes. An unqualified use of the 
suggested substitute terms would appear to 
be technically incorrect and misleading when 
earnings have been capitalized or appropri- 
ated and shown otherwise than as a part of 
the recaptioned earned surplus. The phrases 
mentioned above connote that a given account 
represents all of the earnings which have 
been retained. In order for a balance sheet 
using such terminology to be accurate and 
meaningful the account thus captioned must 
be presented in a manner which will reflect 
all earnings retained in the business, even 
though capitalized, or otherwise appropriated. 


A problem actively discussed during the 
year grows out of a form of financing which 
has had a rapid postwar growth i in popularity. 
There are several variations found, but a 
common example involves the construction of 
a building, its immediate sale to a second 
party accompanied by a long-term lease back 
to the seller, usually with renewal options. 
In some cases a third party, usually an insur- 
ance company or an educational institution, 
lends the necessary funds to the lessor, taking 
a mortgage on the property. In still other 
cases the lessor-owner of the real estate 
builds to specifications furnished by the lessee. 
The device is common in the chain store field 
but is not restricted to it. The problem for 
the accountant when faced with these situa- 
tions is 'to determine how much disclosure 
is necessary for the investor to interpret 
properly the effect upon the financial condi- 
tion of the company. 

The Commission’s practice with respect to 
the treatment of these situations depends upon 
the terms of the contracts. There are, basi- 
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cally, three types of contracts. Some are 
simple lease arrangements containing no pro- 
vision for acquisition by the tenant of title to 
the property. Specific instructions for the 
reporting of long-term leases, including those 
of the type under discussion, are now pre- 
scribed in item 5 of rule 12-16 of regulation 
S-X, dealing with “Supplementary Profit and 
Loss Information,” which requires a state- 
ment of the aggregate annual amount, if sig- 
nificant, of the rentals upon all real property 
leased to the registrant and its subsidi- 


now 
aries for terms expiring more than three 
vears after the date of filing, and the num- 


ber of such leases. If the rentals are condi- 
tional the minimum annual amount thereof is 
to be stated. It is also essential, in view of 
the fixed commitment involved, that adequate 
information with respect to such leases be 
submitted as supplemental information to the 
balance sheet, preferably in the form of a 
footnote keyed to a caption in the balance 
sheet. 

A second type of contract involves the pur- 
chase or repurchase of the property by the 
lessee, and provides that the periodic pay- 
ments made under the agreement will be ap- 
plied against the purchase price of the prop- 
erty. Such arrangements are clearlv purchase 
or repurchase contracts, and should be shown 
at their full contract cost, less appropriate 
allowance for depreciation, on the asset side 
of the lessee’s balance sheet, with the liability 
under the purchase contract reflected under 
an appropriate caption on the liability side. 
Here, again, adequate information concern- 
ing such arrangements should be appropri- 
ately disclosed. 

The third type of contract incorporates an 
agreement which permits but does not obli- 
gate the lessee to acquire title to the property 
either during the life of the lease or upon its 
termination. In these situations it is neces- 
sary to go beyond the form of such contracts 
and determine whether, in substance, the 
lessee actually intends to acquire the property. 
Among the factors to be weighed in reaching 
a decision are: 

1. Whether the rentals are to be applied 
against the purchase price, and if so, whether 
they are out of line with rentals under leases 
not containing acquisition provisions ; 

2. The estimated value of the property at 
the time the purchase option becomes exer- 
cisable as compared with the agreed purchase 
price, if any; 


3. Whether the contract provides for an 


37 Corporate Reorganization Release No. 67, 
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extension of the lease period, and the amount 
of the rentals to be paid during the extended 
period. 

If it is determined, after consideration oi 
all the factors in a particular case, that the 
agreement is in fact a purchase or repurchase 
contract, it follows that it must be reflected 
in the balance sheet as in the second type ot 
case. If, on the other hand, the agreement 
constitutes a bona fide lease arrangement, it 
will be necessary only to submit the required 
information as a supplement to the financial 
statements as in the first example. 

Most of the articles concerning “net-lease” 
financing appearing in various financial and 
accounting publications either do not refer to 
some of the significant problems inherent in 
this practice, or give them only passing men- 
tion. One of the principal problems to the 
lessee is, of course, the fixed commitment for 
a long term of years. In the cases which have 
come to our attention the arrangements do 
not appear to be subject to adjustment to 
conform to changes in business conditions, a 
situation which may present considerable haz- 
ard in periods of declining business activity. 

A case in point is that of the Childs Co. 
The Commission’s advisory report37 on the 
proposed plans of reorganization of this com- 
pany discloses that the “need for cash to re- 
pay bank loans caused the company to dispose 
of a number of its best properties and take 
back leases at rentals which later proved 
burdensome.” Among the factors enumerated 
by the trustee as contributing to the chain's 
financial difficulties were excessive rentals 
paid by many of the stores and obsolete res- 
taurant locations which were impossible ti 
abandon because of lease obligations. 

It is true, of course, that the purchase ci 
property subject to a mortgage also commits 
the mortgagor to periodic payments of inter- 
est and to repayment of the principal amount. 
However, the number of such commitments 
which may be incurred by any one mortgagor 
is somewhat restricted by virtue of the fact 
that ordinarily a mortgage cannot be obtained 
for the full value of the property, and the 
purchaser must provide the balance himself. 
3ecause this restriction is not present in the 
typical “sell-lease” transaction, and there is a 
real danger that ithe lessee will commit him- 
self for payments which he will be unable to 
meet under adverse conditions, full disclosure 
of such lease obligations is necessary in order 
to make the financial statements not mis- 
leading. 


September 30, 1946. 
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> UNDERWOOD 
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Portable Posting 
Machine 
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YOURS FOR AS LITTLE 
AS $65 DOWN, BALANCE 
IN CONVENIENT PAYMENTS 


,..an amazing, compact, 
ortable machine that will pest your Accounts 


Receivable, Accounts Payable, General Ledger, Payroll and 
other records...and also do all of your miscellaneous figuring jobs 


Here truly is the real bookkeeping machine value 
of this or any other year! 


Never before have so many automatic, time-saving 
features been combined in a posting machine at so 
low a price. 


Now, this all-new Underwood Sundstrand makes 
machine posting practical and profitable for the 
smallest business ... even those having but few 
postings per day. 

In addition to posting jobs, the same Underwood 
Sundstrand Portable Posting Machine can be used 
to extend or verify invoices, calculate discounts, 
figure percentages or do any other figuring job 
that involves addition, subtraction, multiplication 
or division. 

AUTOMATIC OPERATION 

This new Underwood Sundstrand Portable Post- 
ing Machine virtually “thinks” for itself .. . the 
interchangeable Control Plate tells the machine 
what to do and when to do it. There are 14 dis- 
tinct automatic operations including automatic 
printing of dates and descriptive symbols... auto- 
matic tabulation . . . automatic subtraction .. . 
automatic printing of debit and credit balances. 
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All the operator does is set up the significant fig- 
ures ... the Underwood Sundstrand does the rest 
. .. regardless of the posting application. Obvi- 
ously, this means more work in less time .. . no 
errors ...no fatigue... no necessity for selecting 
and depressing keys for various purposes. 


SIMPLE TO OPERATE 

Notice, there are only 10 numeral keys .. . ar- 
ranged in logical sequence under the fingertips of 
one hand. No long training period for operators. 
Your present office workers learn this machine... 
develop a speedy “touch method”... after just a 
few minutes’ practice. 

Call your nearest Underwood Representative for a 
demonstration or write for complete, illustrated 
descriptive folder, today. ? 
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Adding Machines . . . Typewriters . . . 
Accounting Machines . . . Carbon Paper 
Ribbons ; 


One Park Avenue New York 16,N. Y 


Underwood Limited 
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McBee Keysort helps coordinate fin- sive, flexible machines and methods that 
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For Keysort can report daily, at less cost Ask the McBee man near you to drop in. 
than any other method... Or write us. 


See KEYSORT at work in the Annual Office Machinery and Equipment Exposition 
Municipal Auditorium, Cleveland, Ohio, May 22, 23 and 24, 1950 
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